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During fiscal 2006, the Applera businesses continued to execute on fundamental strategies charted in
previous years while taking new actions to create additional value for stockholders and customers.

Applied Biosystems, continuing its improved performance, increased revenues nearly 7 percent to $1.9
billion, the highest rate since fiscal 2001, and net income 16 percent to $275 million. Earnings per share
grew 20 percent while operations generated a record $375 million in cash flow, enabling the Group to
return value to stockholders by repurchasing nearly 24.5 million shares of Applied Biosystems group stock,
more than 12 percent of shares outstanding at the beginning of the fiscal year. Building a broader base

for continued growth, Applied Biosystems acquired a leading RNA reagents company and in July 2006
purchased a next-generation genetic analysis technology that has the potential to reduce the cost of and
expand the market for genetic research.

Celera Genomics focused on its high-growth molecular diagnostics business, reduced expenses, and
formulated a plan to achieve profitability by the end of fiscal 2008. Toward these goals, Celera acquired full
ownership of Celera Diagnostics, previously a joint venture with Applied Biosystems. Celera also exited
small molecule drug development by selling certain drug candidates and terminating other programs after
advancing two Celera compounds into clinical trials. With approximately $570 million in cash and no debt as
of June 30, 20086, Celera has a strong financial profile and is now better positioned to develop market-lead-
ing diagnostic products, and to drive its vision of targeted medicine. During fiscal 2006, end-user revenues
of products sold through Celera’s alliance with Abbott Laboratories grew 29 percent to $79.5 million.

APPLERA CORPORATION
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Applied Biosystems celebrated its 25th year of operations. Founded in the Silicon Valley in 19871, where it
still resides today, Applied Biosystermns provided systems for the first wave of biotechnology companies
and for academic faboratories studying molecular biology. It has since evolved into a giobal life sciences
leader with approximately 4,500 employees worldwide.

AB technologies for analyzing DNA, RNA, proteins, and organic small molecules have helped enable many
of the important advances in the life sciences’ Today AB serves an increasingly broad spectrum of custom-
ers, including academic researchers; biotechnology and pharmaceutical companies large and small; forensic
laboratories; customers performing quality testing of food, the environment, and drugs; and government
agencies seeking to track infectious diseases and man-made biothreats. AB’s 25th anniversary marks a
milestone that represents the legacy of success as well as a turning point by which to challenge ourselves
with new opportunities for growth into the future.

We are encouraged by the renewed momentum and the reinvigorated business culture at Applied Biosys-
tems. And while we perceive funding and spending trends for our customer segments to be mixed-with
global government-funded spending on basic biological research fairly flat; pharmaceutical spending grow-
ing at a mid single-digit level, and spending in the applied markets increasing at a double-digit rate —we are
aggressively pursuing higher-growth opportunities in al market segments. Profitable growth remains the
number one objective for the Group.
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During fiscal 2006 our product lines in the real-time PCR and other applied genomics product category

(31 percent of revenues) and mass spectrometry category (24 percent of revenues) continued to perform
well, despite increased competition, increasing 17 percent and 9 percent, respectively, over the prior year.
The DNA sequencing category (29 percent of revenues) declined 1 percent after two consecutive years of
steeper declines.

The improving outlook for AB’s DNA sequencing business is a welcome development, as the revenue
decline in this product category the last few years has held back AB's overall growth during this period.
Following a thorough analysis last year that included discussions with more than 100 customers, we antici-
pate stable revenues from DNA sequencing in fiscal 2007 and growth thereafter driven by clinical research
and forensic analysis and by clinical diagnostics instrumentation. We are confident that AB's capillary eiectro-
phoresis platform will remain the “gold standard” for these sequencing applications for at least several years.

AB's strategy of adapting its core technologies for new uses in applied markets had several notable suc-
cesses during the fiscal year. Sales of AB mass spectrometry systems for various applied markets applica-
tions were robust, including to the U.S. Centers for Disease Control's Laboratory Response Network and to
Asian food producers serving the carefully regulated Japanese market. OQur MicroSeq® microbial identifica-
tion systems continue to be adopted by pharmaceutical and biological product manufacturers for quality
assurance/quality control. Public health laboratories in approximately 30 countries in Europe, Asia, Africa,
and South America purchased avian influenza kits AB developed in collaboration with scientists at Hong
Kong University to provide early detection and to identify mutational patterns in the avian flu virus. A new
alliance with the DuPont Qualicon food testing unit of DuPont Co. and a contract with the U.S. Air Force to
develop a prototype benchtop system to analyze infectious agents are expected to expand our participation
in, respectively, quality and safety testing and infectious disease identification.

APPLIED BIOSYSTEMS REVENUES
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We also announced two important acquisitions during fiscal 2006, consistent with our strategy of growing
through selective acquisitions as well as via organic growth. In March 2006, AB completed the $279 million
cash acquisition, including transaction costs, of the Research Products Division of Ambion, Inc., an Austin,
Texas-based manufacturer of RNA reagents for some of the newest areas of study in molecular biology re-
search. Ambion addresses a strategic goal of broadening our consumables portfolio and capturing a greater
share of customer spending and the customer workflow.

In May 2006, AB announced and in July we closed the $120 million cash acquisition of Agencourt Personal
Genomics (APG), a technology start-up in Beverly, Massachusetts. We believe the ultra high-throughput,
low-cost genetic analysis technology APG is developing will complement AB's current technology portfolio
and be applicable to gene expression and genotyping as well as next-generation DNA seguencing. We an-
ticipate the technology will expand the research market by enabling studies that require extremely fow-cost
procassing of a great many samples, for example, for de novo (first time) sequencing of microbial genomes
and very large projects to discover rare mutations in cancer and other diseases. Qur plan is to place initial
systems based on the APG technology with selected customers during mid-calendar 2007,

While challenges remain, AB exited fiscal 2006 with a strong product and technology portfolio and an
established divisional structure that has provided greater transparency and management accountability, as
was the intention when the divisional organization was introduced at the beginning of fiscat 2005. We are
optimistic that the Group’s successes will accelerate in fiscal 2007.

applied biosystems o=’
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¢ Revenues increased nearly 7 percent to $1.9 billion, the highest growth rate since fiscal 2001. Revenues
increased 9 percent in the United States, 6 percent in Europe, 12 percent in Asia Pacific countries other
than Japan, and 8 percent in Latin America and other markets, and declined 4 percent in Japan.

* Among new product introductions, we launched TagMan® microRNA assays to detect RNA expression
levels in cancer and stem cell research and TagMan Drug Metabolism Genotyping Assays for the study of
genetic variations in drug metabolism pathways.

* We also provided customers with two major new mass spectrometry platforms for proteomics discovery,
the 4800 MALDI TOF/TOF” system and the QSTAR® Elite, also useful for metabolomics research.

® Expansion of DNA database programs in the U.S. and abroad as well as increases in the volume of pro-
cessed crime-scene samples set the stage for further growth in our DNA forensics product lines.

* We made headway in penetrating new applied markets, with a new alliance with the DuPont Qualicon
unit of DuPont Co. in the food testing area, and a United States Air Force contract to develop new instru-
ment systems to identify infectious diseases.

* The AB services business contributed significantly to growth by tapping a global installed base of more
than 180,000 instruments to sell service contracts and introduce new services,

* We accelerated the expanded PCR licensing initiatives begun during fiscal 2005, which generate ficens-
ing fees and royalties and increase the competitiveness of our own PCR products.

s We transferred the Applied Biosystems interest in Celera Diagnostics to Celera Genomics for a package
of considerations, including the right for Applied Biosystems to develop and market instruments specifi-
cally for hospital and other clinical laboratories performing molecular diagnostic tests.

* We announced two strategic acquisitions — of Ambion, an innovative reagents company, and Agencourt
Personal Genomics, a developer of next-generation genetic analysis technology.

¢ In addition to increasing profitability, the Group generated a record $375 million in operating cash flow
and bought back $602 million of Applied Biosystems group stock.
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the Board of Directors and management made the decision to focus Celera on its most differentiated and
high-potential programs: those in molecular diagnostics and in drug target discovery and validation based
on Celera’s proteomics platforms. To this end, Celera acquired Applied Biosystems’ 50 percent interest
in Celera Diagnostics and exited its small molecule drug discovery and development programs. The new
Celera will continue its aggressive development of new diagnostic products while seeking to partner its
novel drug targets with pharmaceutical and biotechnology companies. Celera is now positioned to reach
profitability more quickly as a conseguence of both the value contributed hy the diagnostics business and
the expense reductions stemming from exiting the small molecule field.

The core strategy of the new Celera is to continue to expand its diagnostic business by introducing new
products and securing a greater share of the $2 billion molecular diagnostics industry. Most programs are
within Celera’s strategic alliance with Abbott, although other programs are being advanced by Celera
independently.

Two types of alliance products are marketed by Abbott: analyte specific reagents {ASRs) sold to appropri-
ately licensed clinical laboratories in the United States, which configure the ASRs into laboratory-developed
tests, and in-vitro diagnostic (IVD) tests cleared, or approved, by regulatory agencies and sold directly to
hospitals and reference labs. Celera plans to pursue a similar two-track commercialization strategy for
products outside the Abbott alliance. Additionally, Celera has licensed certain intellectual property rights as-
sociated with genetic markers to a clinical labaratory, allowing this laboratory to develop and commercialize
a test based on these markers. For some of its genetic markers, Celera may conduct clinical trials neces-
sary to gather the data required for regulatory submissions in the U.S. and other countries. Once cleared,
or approved, for sale in the U.S. and other countries, these tests may be marketed directly by Celera or
sold through distributors.

APPLERA CORPORATION
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END-USER REVENUES THROUGH THE
CELERA ALLIANCE WITH ABBOTT
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The most important near-term alliance products are the new m2000™ RealTime PCR System and the assays
that run on this platform. Developed by Abbott and incorporating reail-time PCR technology from Applied
Biosystems, the m2000 system was launched in Europe in July 2005 and is expected to be launched in the
U.S. shortly, following regulatory clearance by the U.S. Food and Drug Administration (FDA)}. Adoption of the
instrument in Europe and in other markets has been encouraging, with approximately 150 systems placed
by fiscal year end. Real-time technology is widely anticipated to replace traditional PCR systems that clinical
labs installed five to ten years ago, as real-time technology has a broader assay range and is more efficient.

Four Abbott-developed real-time tests that run on the m2000 system have received the CE marking re-
quired for commercialization in Europe and are now in preparation for entry into the U.S market. Two of the
four tests measure the viral load of RNA from circulating human immunodeficiency virus (HIV) and hepati-
tis C virus (HCV). The other tests detect chlamydia and gonorrhea. The global market for these four tests
comprises an estimated $940 million, growing between 7-10 percent per year. Infectious disease tests for
the hepatitis B virus and for genotyping HCV on the m2000 system are in development. Celera and Abbott
share profits and losses generated by alliance products, including the m2000 system.

During the last half of fiscal 2006, we also introduced new ASR products through the alliance with Abbott.
These products may be used by appropriately licensed clinical laboratories to develop tests that detect genetic
markers associated with risk for thrombosis and for the detection of repeats associated with fragile X syn-
drome - the leading cause of mental retardation.

We are also very encouraged by positive outcomes in our genetic marker studies. Based on these out-
comes, we have identified genetic risk panels for coronary heart disease, liver disease, and breast cancer.
These are in late-stage development, as are constellations of markers in genes that convey risk for stroke
and identify patients who may benefit most from statin therapy. We envision that our genetic risk panels
will provide physicians a means of determining a genetic component in evaluating an individual's predispo-
sition to certain diseases.




The first tests incorporating these genetic risk panels are scheduled to be developed by leading clinical
laboratories and may become available to physicians and patients during fiscal 2007 through these clinical
laboratories. One of the panels is expected to assess a genetic risk for heart disease, another to identify
individuals chronically infected with hepatitis C virus who are more likely to develop progressive liver dis-
ease, and ultimately, cirrhosis. The tests that may be developed based on the constellations of markers fit
the Targeted Medicine paradigm in that they are expected to identity genetic factors that physicians will be
able to evaluate alongside currently accepted prognostic factors to aid in their treatment decisions.

Celera entered fiscal 2006 with drug research and development collaborations with Abbott, Seattle Genetics,
and Genentech, and added Medarex as a collaborator in the fourth quarter of fiscal 2006. These compa-
nies have extensive capabilities for developing antibody-based therapeutics against Celera-generated and
validated drug targets. To date, Abbott has selected six Celera targets for further investigation and Seattle
Genetics has selected one. Celera is seeking additional collaborations for the development of other vali-
dated targets.

We have confidence that Celera has a solid strategy for success. Celera has announced expectations for
fiscal 2007 that total end-user revenues recognized through Celera’s alliance with Abbott and total revenue
from unpartnered new genetic tests will increase, and the net loss for fiscal 2007 will decline. Assuming
our financia!l and business goals are met and strong growth in end-user revenues continues, management
believes profitability can be achieved by the end of fiscal 2008. In view of Celera’s strong financial position,
with approximately $570 million in cash and short-term investments and no debt at the end of fiscal 2006,
we will also evaluate opportunities for acquisitions or partnerships in the diagnostics field that could further
accelerate value creation at Celera.
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¢ In a strategic refocusing, Celera acquired Applied Biosystems’ 50 percent interest in Celera Diagnostics
and exited its small molecule drug programs. !

* The Celera-Abbott alliance launched the m2000 RealTime PCR |system in Europe after receiving regula-

tory approval there for four infectious disease tests that are pe‘rformed on the system.

¢ Several new diagnostic products were launched in the U.S, mcludmg analyte specific reagents (ASRs)
that may be used by appropriately licensed clinical laboratones to de‘tect genetic markers associated with

thrombosis risk and to detect repeats associated with fragile Xisyndrome, the leading cause of inherited
mental retardation. !

¢ End-user revenues of products sold through the Celera-Abbott ‘strateg|c alliance increased 29 percent,
to $79.5 million.

* |n our proteomics collaborations, by fiscal year end Abbott hadiselected six Celera drug targets for
further investigation and Seattle Genetics had selected one. Also in proteomics, Celera and Medarex
formed a collaboration to discover and develop fully human ant‘ibodie‘s to Celera drug targets for the
potential treatment of multiple cancer indications.

¢ Celera presented research data supporting development of a cirrhosis risk panel at the 41st annual meet-
ing of The European Association for the Study of the Liver and licensed Specialty Laboratories non-exclu-
sive rights to commercialize Specialty’s test based on Celera's %jiscoveries,
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e At a plenary lecture at the American Heart Association, Professsjor Eric Boerwinkle of the University of
Texas Health Science Center described the results of his research cc“)llaboration with Celera scientists in
the development of a genetic risk panel of genetic markers ass‘ociated with predisposition to coronary

heart disease. l
|
|

® Articles in the American Journal of Human Genetics and Stroke desc‘ribed Celera research linking genetic
variations with an increased risk for heart attack and stroke, respectively.
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Applera Management Executive Committee (left to right):
Barbara Kerr, Cathy Burzik, Tony White, William Sawch,
Dennis Winger and Kathy Ordofez

Also noteworthy in reviewing fiscal 2006 is the variety of initiatives supportive of genomics and proteomics
under way at the U.S. National Institutes of Health (NIH) and FDA. These include the launch of the three-
year $100 million pilot phase of the NIH Human Cancer Genome Atlas Project, which will assess the feasi-
bility of identifying all of the genomic changes involved in the most common human cancers; a collaboration
among the National Cancer Institute (NCI), the FDA, and the Centers for Medicare and Medicaid Services to
improve the clinical utility of biomarker technologies as diagnostic and assessment tools; and publication by
the FDA of draft guidance for simultaneous development of diagnostic and therapeutic products.

These and other governmental initiatives reflect the increasing integration of genomics technologies into
the research and regulatory roadmap that senior health policy officials are building. Their objective is to
accelerate the “translation” of new basic research discoveries into clinical medicine, in order to improve
safety and efficacy for patients. Although there is concern about adequate funding being made available to
support these programs, they signal the adoption in Washington of the type of scientific strategies Applera
enables through Applied Biosystems techncelogies and practices through Celera.

One of the public figures leading this effort is Andrew von Eschenbach, MD, Acting Commissioner of the
FDA and recent Director of the NCI, who gave a talk in March 2006 at the National Press Club entitled “The
Molecular Metamorphosis: Personalized, Predictive, and Preemptive Medicine.” We share Dr. von Eschen-
bach’s view that science has crossed a threshold from macroscopic and microscopic views of human
health and disease to a molecular view, where we are gaining the insight to, as he put it, “change how we
define, describe, understand, and intervene in diseases.”

We are proud of Applera’s contributions toward this noble goal and to other ways our products make a dif-
ference, such as helping to enhance public safety through AB's forensic, food, and environmental testing
products. As AB enters its second quarter-century and Celera begins its 10th year, we thank you, our stock-
holders, for your support and the more than 5,000 Applera employees around the globe for their profes-
sionalism and dedication to our success.

L R4

Tony L. White
Chairman, President, and Chief Executive Officer
Appiera Corparation

August 30, 2006
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Selected Consolidating Financial Data = Applera Corporation

(Dollar amounts in thousands except per share amounts) !
Fiscal years ended June 30, 2006 2005 \ 2004 2003 2002

Financial Operations
Net revenues

Applied Biosystems group $1,911,226 $1,787,083 $it,741,098 $1,682,943 $1,604,019
Celera Genomics group 46,207 66,527 96,828 109,027 130,092
Eliminations (8,043) (8,470) | (12,733) (14,738) (32,893)
Applera Corporation 1,949,390 1,845,140 1,825,193 1,777,232 1,701,218
Income (loss) from continuing operations : ‘
Applied Biosystems group $ 275,117 $ 236,894 | $| 172,253 $ 199,617 $ 168,481
Celera Genomics group {62,710) (77.117) ! (57.476) (81,929) (211,772)
Eliminations 85 18 ! 176 792 2,710
Applera Corporation 212,492 159,795 i 114,953 118,480 (40,581)

Per Share Information !
Applied Biosystems Group
Income per share from continuing operations

Basic $ 1.47 $ 1.21 $ 0.84 3 0.96 3 0.80
Diluted $ 1.43 $ 119 ¢ $ 0.83 3 0.95 $ 0.78
Dividends declared per share $ 0.17 $ 017 1 % 0.17 $ 0.17 $ 0.17
Celera Genomics Group
Net loss per share ;
Basic and diluted $ {0.83) $ (nog) | % {0.79) $ (1.15) 3 {3.21)
Other Information ‘
Cash and cash equivalents and |
short-term investments |
Applied Biosystems group $ 373,921 $ 756,236 | $| 504,947 $ 601,666 $ 470,981
Celera Genomics group 569,522 668,249 745,794 802,402 888,922
Applera Corporation 943,443 1,424,485 ‘ 1,250,741 1,404,068 1,369,903
Total assets
Applied Biosystems group $2,245,772 $2,258,148 | $1,921,672 $2,105,179 $1,804,117
Celera Genomics group 773,678 909,887 1,055,581 1,157,371 1,272,428
Eliminations (6,475) (4,851) | (4,402) (5,058) (1,146)
Applera Corporation 3,012,975 3,164,185 | 2,972,851 3,257,492 3,075,399
Long-term debt i
Applied Biosystems group $ — $ — \ $ — $ —_ $ —
Celera Genomics group § 17,101 17,983
Applera Corporation | 17,101 17,983

Selected consolidating financial data provides five years of financial information for A‘pplera Corporation. This table includes
commonly used key financial metrics that facilitate comparisons with other corhpaniés. We include information on our business
segments in the above selected consolidating financial data to facilitate the understanding of our business and our financial
statements. Our board of directors approves the method of allocating earningsito each class of our common stock for purposes
of calculating earnings per share. This determination is generally based on net incom}e or loss amounts of the Applied

Biosystems group and the Celera Genomics group calculated in accordance wi"‘ch accpunting principles generally accepted in the

United States of America, or GAAP, consistently applied, except for the provisipns of SFAS 123R which were adopted as of

July 1, 2005, as discussed in Note 1 to our consoclidated financial statements. See NPte 16 to our consolidated financial

statements for a detailed description of our segments and the management and allocation policies applicable to the attribution

of assets, liabilities, revenues and expenses. You should read this selected consolidating financial data in conjunction with our
|

consolidated financial statements and related notes. |

|
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- Selected Consolidating Financial Data — (Continued) Applera Corporation

As part of our recapitalization on May 6, 1999, we issued two new classes of common stock called Applera Corporation-Applied
Biosystems Group Common Stock and Applera Corporation-Celera Genomics Group Common Stock. See Note 1 to our
consolidated financial statements for additional information on our capital structure.

Through December 31, 2005, Celera Diagnostics was a 50/50 joint venture between the Applied Biosystems group and the
Celera Genomics group. Effective January 1, 2006, the Celera Genomics group acquired the Applied Biosystems group's 50
percent interest in the Celera Diagnostics joint venture such that it now owns 100 percent of Celera Diagnostics. As a result of
this restructuring and the manner by which our management now operates and assesses the business, Celera Diagnostics is
no longer a separate segment within Applera and we have restated prior period consolidating financial information to reflect this
change. Since its formation in fiscal 2001, Celera Diagnostics has been focused on the discovery, development, and
commercialization of diagnostic products. As part of the Celera Genomics group, the diagnostics business continues to focus
on these areas.

A number of items, shown below, impact the comparability of our data from continuing operations. All amounts are pre-tax,
with the exception of the tax items and R&D tax credits. See Note 2 to our consolidated financial statements for additional
information on the events impacting comparability.

{Dollar amounts in millions}

Fiscal years ended June 30, 2006 2005 2004 2003 2002
Applied Biosystems Group

Net gains/({losses) on investments $ — $ — $11.2 $§ — $ (8.2
Employee-reiated charges, asset impairments ahd other (0.4) (31.8) (25.0) (29.5)

Acquired in-process research and development charge (3.4) (2.2
Tax items 50.2 235 27.8

Legal settilements, net . (27.4) 8.5 6.7 258

Gain on asset dispositions 16.9 29.7

Celera Genomics Group

Employee-related charges, asset impairments and other $(26.2) $ 4.3 $(18.1) $(15.1) $(28.7)
Net gains/{iosses) on investments 7.6 24.8 (6.0
Legal settlements, net (0.7)

Acquired in-process research and development charge (99.0)
Revenue from the sales of small molecule programs 8.6

R&D tax credits




Management’s Discussicn and Analysis

Discussion of Operations

The purpose of the following management’s discussion and
analysis is to provide an overview of the business of Applera
Corporation to help facilitate an understanding of significant
factors influencing our historical operating results, financial
condition, and cash flows and also to convey our
expectations of the potential impact of known trends,
events, or uncertainties that may impact our future results.
You should read this discussion in conjunction with our
consolidated financial statements and related notes.
Historical results and percentage relationships are not
necessarily indicative of operating results for future periods.
When used in this management discussion, the terms
“Applera,” “Company,” “we,” "us,” or “our” mean Applera
Corporation and its subsidiaries.

We have reclassified some prior period amounts in the
consolidated financial statements and notes for comparative
purposes.

Overview

Through December 31, 2005, we were comprised of three
business segments: the Applied Biosystems group, the
Celera Genomics group, and Celera Diagnostics.

The Applied Biosystems group serves the life science
industry and research community by developing and
marketing instrument-based systems, consumables,
software, and services. Its customers use these tools to
analyze nucleic acids (DNA and RNA), small molecules, and
proteins to make scientific discoveries and develop new
pharmaceuticals. The Applied Biosystems group’s products
also serve the needs of some markets outside of life
science research, which we refer to as “applied markets,”
such as the fields of: human identity testing (forensic and
paternity testing); “biosecurity,” which refers to products
needed in response to the threat of biological terrorism and
other malicious, accidental, and natural biclogical dangers;
and quality and safety testing, for example in food and the
environment,

The Celera Genomics group is primarily a molecular
diagnostics business that is using proprietary genomics and
proteomics discovery platforms to identify and validate novel
diagnostic markers, and is developing diagnostic products
based on these markers as well as other known markers.
The Celera Genomics group maintains a strategic alliance
with Abbott Laboratories for the development and
commercialization of molecular, or nucleic acid-based,
diagnostic products, and it is also developing new diagnostic
products outside of this alliance. Through its genomics and
proteomics research efforts, the Celera Genomics group is
also discovering and validating therapeutic targets, and it is
seeking strategic partnerships to develop therapeutic
products based on these discovered targets. In January
2006, the Celera Genomics group announced its intention to
sell or partner its small molecule drug discovery and
development programs. During the fourth quarter of fiscal
2006, the Celera Genomics group transferred rights to
several of these programs to other companies and

Applera Corporation
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terminated? all other small molecule programs. See the
Business Hlighlights section below for more information.

Through December 31, 2005, we operated a diagnostic
business khown‘as Celera Diagnostics. This business was a
50/50 jointiventu‘re between the Applied Biosystems group

and the Célera Genomics group. Effective January 1, 20086,
the Celera lGenox"nics group acquired the Applied Biosystems
group’s 501 percelm interest in the Celera Diagnostics joint
venture such tha:t it now owns 100 percent of Celera
Diagnostics. As a result of this restructuring and the manner

by which our management now operates and assesses the
business, Celera| Diagnostics is no longer a separate

segment vyithin Applera and we have restated prior period
consolidatipg fine‘mcial information to reflect this change. See
Note 15 to our c‘onsolidated financial statements for more
information. Sinc‘e its formation in fiscal 2001, Celera

|
Diagnostics has been focused on the discovery,

developmént, an:d commercialization of diagnostic products.
As part of jthe C?Iera Genomics group, the diagnostics
business cpntinues to focus on these areas.

fn fiscal 19?99, as part of a recapitalization of our Company,
we created two classes of common stock referred to as
“tracking” stocks. Tracking stock is a class of stock of a
corporation intended to “track” or reflect the relative
performance of a specific business within the corporation.

Applera Cdrporaqion-AppIied Biosystems Group Common
Stock {“Applera-Applied Biosystems stock”) is listed on the
New York Stock|Exchange under the ticker symbol “ABI"
and is intended to reflect the relative performance of the
Applied BidsysteJms group. Applera Corporation-Celera
Genomics Group Common Stock (“Applera-Celera stock”) is
listed on the New York Stock Exchange under the ticker
symbot “CRA" and is intended to reflect the relative
performance of t{he Celera Genomics group. There is no
single security that represents the performance of Applera
as a whole, nor was there a separate security traded for

- i
Celera Diagnostics.

Holders of :;Apple“ra-Applied Biosystems stock and holders of
Applera-Celera stock are stockholders of Applera. The
Applied Bidsyste‘ms group and the Celera Genomics group
are not separate | legal entities, and holders of these stocks
are stockhc}lders of a single company, Applera. As a result,
holders of these|stocks are subject to all of the risks
associated iwith an investment in Applera and all of its
businesseé, asséts, and liabilities. The Applied Biosystems
group and ihe Célera Genomics group do not have separate
boards of directo‘rs. Applera has one board of directors,
which will make any decision in accordance with its good
faith business judgment that the decision is in the best

interests of Appl‘era and all of its stockholders as a whole.

More information about the risks relating to our capital
structure, particularly our two classes of capital stock, is
contained in our Form 10-K Annual Report for fiscal 2008.

Our fiscal year ends on June 30. The financial information
for both segments is presented in Note 16 to our
consolidated financial statements, Segment, Geographic,

Customer énd Consolidating Information. Management’s
|
|
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Management’'s Discussion and Analysis — (Continued)

discussion and analysis addresses the consolidated financial
results followed by the discussions of our two segments.

Business Highlights
Applera Corporation

e On July 3, 2006, we joined with Beckman Coulter, Inc. in
announcing that we entered into definitive agreement to
resolve all outstanding legal disputes between us
regarding claims to some Beckman Coulter patented
capillary electrophoresis technology and heated cover
instrumentation technology and Applera’s allegations of
breach of contract of some licensed technology. The
terms of the definitive agreement, which was executed on
June 30, 2006, are consistent with a preliminary
settlement agreement that we announced with Beckman
Coulter on April 26, 2006. For further information on this
settled legal proceeding, see ltem 3 “Legal Proceedings”
in Part | of our Form 10-K Annual Report for fiscal 2006.

In January 2006, we announced a restructuring of the
Celera Diagnostics joint venture, effective January 1,
2006, whereby the Applied Biosystems group transferred
its 50% interest in Celera Diagnostics to the Celera
Genomics group for various considerations.

Applied Biosystems Group

¢ (n July 2006, the Applied Biosystems group announced
that the Technical Board of Appeal of the European Patent
Office (EPO) has reinstated Applera’s European Patent
No. 872562 covering real-time PCR thermal cycler
technology, overturning a December 2004 decision by the
EPQO's Opposition Division to revoke the patent for alleged
lack of novelty. The case will be returned to the
Opposition Division for review of other issues.

e On May 30, 2006, the Applied Biosystems group
announced that it had signed a definitive agreement to
acquire Agencourt Personal Genomics, Inc. (“APG") for
approximately $120 million in cash. This transaction closed
in July 2006. APG was a privately-held developer of
extremely high throughput massively parallel next
generation seguencing technology that we believe will be
applicable to numerous genetic analysis applications,
including de novo genome sequencing, gene expression,
and genotyping.

¢ In March 2008, the Applied Biosystems group acquired
the Research Products Division of Ambion, Inc., a
premium provider of RNA based consumables, for a
purchase price of approximately $279 million in cash,
including transaction closing costs. See Note 3 to our
consolidated financial statements for mare information.

e In March 20086, the Applied Biosystems group announced
the commercial availability in Europe, Asia and Africa of its
TagMan® Influenza A/H5 Detection Kit, which is capable
of rapidly and reliably detecting multiple strains of avian
influenza in laboratory samples.

¢ [n February 2006, the Applied Biosystems group
announced that it had entered into a settlement
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agreement with Bio-Rad Laboratories, Inc., resolving a
patent infringement suit by Applera and Roche Molecular
Systems against MJ Research, Inc. {acquired by Bio-Rad
Laboratories in 2004) relating to PCR methods and thermal
cycler instruments, another patent infringement suit by
Applera against Bio-Rad Laboratories and MJ Research
relating to real-time PCR thermal cycler instruments, and a
patent and trademark infringement suit by Bio-Rad
Laboratories against Applera relating to capillary
electrophoresis equipment, among other disputes. In
conjunction with the settlerment, Bio-Rad Laboratories’
existing thermal cycler supplier license was amended to
include MJ Research thermal cyclers, and Bio-Rad
lLaboratories licensed Applera under the asserted Bio-Rad
Laboratories patent.

Celera Genomics Group

¢ In July 2008, the Celera Genomics group submitted a
510(k) Pre-Market Notification application to the U.S. Food
and Drug Administration seeking market clearance for its
Cystic Fibrosis Genotyping Assay, a gualitative assay for
genotyping mutations associated with cystic fibrosis. This
assay provides information used for cystic fibrosis carrier
screening in adults of reproductive age, as an aid in
newborn screening for cystic fibrosis and in confirmatory
testing of individuals with suspected cystic fibrosis. The
Celera Genomics group already markets a CE marked
cystic fibrosis in-vitro diagnostic test in Europe.

In July 2006, the Celera Genomics group received
approval to CE mark its Real-Time HCV Genotyping Assay,
which allows it to be sold in Europe as a diagnostic test.
This is the first real-time test for genotyping the HCV virus
to obtain regulatory approval for commercial sale as an in-
vitro diagnostic test in Europe, and was developed, and
will be commercialized, through the alliance with Abbott.

e In July 2006, the Celera Genomics group published data
from its research studies showing that variants in the
death-associated protein kinase 1 (DAPK7) gene on human
chromosome 9 correlate strongly with risk for late-onset
Alzheimer's disease. These research findings were
presented at the International Conference on Alzheimer's
Disease 2006 in Madrid, Spain, and appeared in the
August 2006 edition of Human Molecular Genetics.

e In June 2008, the Celera Genomics group and Medarex,
Inc. formed a strategic collaboration to discover and
develop fully human antibodies for the potential treatment
of multiple cancer indications. The collaboration
encompasses the development of therapeutic antibodies
against proteins identified by the Celera Genomics group's
proteomic research discovery efforts.

¢ In June 20086, the Celera Genomics group and Specialty
Laboratories signed an agreement granting Specialty a
non-exclusive license to the Celera Genomics group’s risk
markers for cirrhosis. The license agreement allows
Specialty to select from among the Celera Genomics
group’s genetic findings to develop and commercialize a
genetic test that predicts risk of progression to liver
cirrhosis in individuals infected with HCV.
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e In June 2006, the Celera Genomics group announced that
Schering AG acquired its cathepsin S inhibitor small
molecule drug program for the treatment of autoimmune
diseases. The financial terms of the transaction included
an upfront cash payment and potential development and
commercial milestone payments. The Celera Genomics
group will be entitled to royalty payments up to the low
double digit percentages based on annual sales of any
drugs commercialized from the program. See the Acquired
Research and Development section below for further
information on the sale.

e In April 2006, the Celera Genomics group announced the
sale to Pharmacyclics, Inc. of three of its programs around
small molecule drug candidates for the treatment of
cancer and other diseases, which included programs that
target histone deacetylase ("HDAC") enzymes, selective
HDAC enzymes, Factor Vlla, and B cell tyrosine kinases
involved in immune function. See the Acquired Research
and Development section below for further information on
the sale.

e The Celera Genomics group announced the presentation
of data toward development of its cirrhosis risk panel at
the 41° annual meeting of The European Association for
the Study of the Liver, in Vienna, Austria, April 26-30,
20086. This presentation described the research study in
which the Celera Genomics group and its collaborators
have discovered a multi-gene signature that predicts the
risk of developing cirrhosis in patients infected with
hepatitis C virus. This program is not a part of the Celera
Genomics group’s alliance with Abbott.

During fiscal 2008, the Celera Genomics group launched
several new diagnostic products, including analyte specific
reagents ("ASRs"”) that may be used to detect genetic
markers associated with thrombosis risk which were
launched in January 2006, and ASRs that may be used for
the detection of repeats associated with fragile X
syndrome, the leading cause of inherited mental
retardation, which were launched in April 2006.

In January 2006, we announced that we restructured
Celera Diagnostics’ strategic alliance with Abbott
Laboratories. Under the alliance agreement as
restructured, the companies will continue to work with
each other exclusively through primarily a profit sharing
arrangement in most areas of molecular diagnostics, while
both companies will also work independently outside the
alliance in other selected areas.

Critical Accounting Estimates

Our consolidated financial statements are prepared in
conformity with accounting principles generally accepted in
the United States of America, or GAAP. In preparing these
statements, we are required to use estimates and
assumptions. While we believe we have considered all
available information, actual results could affect the reported
amounts of assets and liabilities, disclosure of contingent
assets and liabilities at the date of the financial statements,
and the reported amounts of revenues and expenses during
the reporting periods. We believe that, of the significant
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accounting!policies discussed in Note 1 to our consolidated
financial statements, the following accounting policies
require our,most|difficult, subjective or complex judgments:

| -~
¢ Revenuerecognition;
e Asset impairment;

e Taxes;

e Pension benefits;

. AIIocatioﬁ of pqrchase price to acquired assets and
liabilities |n business combinations;

! \
e Exit or di‘sposa|‘ activities; and
¢ Allocations to the Applied Biosystems group and the

Celera G¢nomi‘cs group.

Revenue Recognition

The followihg describes only the areas that are most subject
to our judginent.|Refer to Note 1, Accounting Policies and
Practices, to our consolidated financial statements for a
more detailed discussion of our revenue recognition policy.

In the normal COL‘Jrse of business, we enter into
arrangements WHereby revenues are derived from multiple
deliverableé. in tr‘wese revenue arrangements, we record
revenue asithe se:aparate elements are delivered to the

custormer ifi the d‘elivered item is determined to represent a
separate earnings process, there is objective and reliable
evidence of the f‘air value of the undelivered item, and
delivery or ‘perfor‘mance of the undelivered item is probable

and substantially fin our control. For some instruments where
installation is determined to be a separate earnings process,
the portion of thé sales price allocable to the fair value of
the installation is deferred and recognized when installation
is complete. We determine the fair value of the installation
process based or% technician labor billing rates, the expected
number of hours ito install the instrument based on historical
experience, and amounts charged by third parties. We
continually ‘monitér the level of effort required for the
installation of our‘ instruments to ensure that appropriate fair

values have been‘ determined.

We recognize royalty revenues when earned over the term
of the agreement in exchange for the grant of licenses to
use our products|or some technologies for which we hold
patents. We recognize revenue for estimates of royalties
earned during the applicable period, based on historica!

activity, and make revisions for actual royalties received in
the foIIowing quaHer. Historically, these revisions have not
been material to our consolidated financial statements. For
those arrangemeri\ts where royalties cannot be reasonably

estimated, we req‘cognize revenue upon the receipt of cash
or royalty st;atements from our licensees.
I

Asset Hmﬁaim‘nem

Inventory

Inventories are stated at the lower of cost (on a first-in, first-
out basis) or market. Reserves for obsolescence and excess
inventory arje provided based on historical experience and
estimates of futu}e product demand. If actual demand is
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less favorable than our estimates, inventory write-downs
may be required.

Investments

Publicly traded minority eguity investments are recorded at
fair value, with the difference hetween cost and fair value
recorded to other comprehensive income (loss) within
stockholders’ equity. When the fair value of these
investments decline below cost, and the decline is viewed
as other-than-temporary, the cost basis is written down to
fair value, which becomes the new cost basis, and the
write-down is included in current earnings. We determine
whether a decline in fair value is other-than-temporary based
on the extent to which cost exceeds fair value, the duration
of the market decline, the intent to hold the investment, and
the financial health of, and specific prospects for, the
investee.

Long-lived assets, including goodwill

We test goodwill for impairment using a fair value approach
at the reporting unit level annually, or earlier if an event
occurs or circumstances change that would more likely than
not reduce the fair value of a reporting unit below its
carrying amount. A reporting unit can be an operating
segment or a business if discrete financial information is
prepared and reviewed by management. Under the
impairment test, if a reporting unit’s carrying amount
exceeds its estimated fair value, goodwill impairment is
recognized to the extent that the reporting unit’s carrying
amount of goodwill exceeds the implied fair value of the
goodwill. We may be required to record an impairment
charge in the future for adverse changes in market
conditions or poor operating results of a related reporting
unit.

We review long-lived assets for impairment whenever
events or changes in circumstances indicate that the
carrying amount of an asset may not be recoverable. Events
which could trigger an impairment review include, among
others, a decrease in the market value of an asset, the
asset's inability to generate income from operations and
positive cash flow in future periods, a decision to change
the manner in which an asset is used, a physical change to
the asset or a change in business climate. We calculate
estimated future undiscounted cash flows, before interest
and taxes, resulting from the use of the asset and its
estimated value at disposal and compare it to its carrying
value in determining whether impairment potentially exists.
If a potential impairment exists, a calculation is performed to
determine the fair value of the long-lived asset. This
calculation is based on a valuation model and discount rate
commensurate with the risks involved. Third party appraised
values may also be used in determining whether impairment
potentially exists.

Taxes

Deferred taxes represent the difference between the tax
bases of assets or liabilities, calculated under tax laws, and
the reported amounts in our consolidated financial
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statements. Deferred tax assets generally represent items
that can be used as a tax deduction or credit in our tax
return in future years for which we have already recorded
the tax benefit in our consolidated statements of operations.
We record a valuation allowance against deferred tax assets
if it is more likely than not that we will not be able to utilize
these assets 1o offset future taxes. We determine if a
valuation allowance is necessary based on estimates of
future taxable profits and losses and tax planning strategies.
We believe that our deferred tax assets, net of our valuation
allowance, should be realizable due to our estimate of future
profitability in the U.S. Refer to Note 4 to our consolidated
financial statements for more information on the Jobs Act.
Subsequent revisions to estimates of future taxable profits
and losses and tax planning strategies could change the
amount of the deferred tax asset we would be able to
realize in the future, and therefore could increase or
decrease the valuation allowance.

We regularly assess the likelihood of tax adjustments in
each of the tax jurisdictions in which we have operations
and account for the related financial statement implications.
Tax reserves have been established which we believe to be
appropriate given the likelihood of tax adjustments.
Determining the appropriate level of tax reserves requires us
to exercise judgment regarding the uncertain application of
tax law. The amount of reserves is adjusted when
information becomes available or when an event occurs
indicating a change in the reserve is appropriate. Future
changes in tax reserve requirements could have a material
impact on our results of operations.

Pension Benefits

We sponsor domestic and foreign pension plans and also
provide retiree healthcare and life insurance benefits to
some domestic employees. The majority of the assets of
the pension plans are invested in equity and fixed income
securities. The postretirement benefit plan is unfunded. We
also sponsor nongualified supplemental benefit plans for
select U.S. employees in addition to our principal pension
plan. These supplemental plans are unfunded. Pension plan
expense and the requirements for funding our major pension
plans are determined based on a number of actuarial
assumptions. These assumptions include the expected rate
of return on pension plan assets, the discount rate applied
to pension plan cbligations, and the rate of compensation
increase of plan participants. Our most significant pension
plan is our qualified U.S. pension plan, which constituted
over 95% of our consolidated pension plan assets and
projected benefit obligations as of the end of fiscal 2006,
The accrual of future service benefits for participants in our
qualified U.S. pension plan was frozen as of June 30, 2004.
Refer to Note 5 to our consolidated financial statements for
more information regarding our pension and postretirement
plans, pension plan asset allocation, expense recorded under
our plans, and the actuarial assumptions used to determine
those expenses and the corresponding liabilities.

The expected rate of return on assets is determined based
on the historical results of the portfolio, the expected
investment mix of the plans’ assets, and estimates of future
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long-term investment returns. Our assumption for the
expected rate of return on assets in our qualified U.S.
pension plan ranges from 6.5% to 8.5% for fiscal 2007,
compared to our fiscal 2006 range of 5.25% to 8.5%. The
discount rate used is based on rates available on high-guality
fixed income debt instruments that have the same duration
as our plan’s liabilities. Specifically, a dedicated bond
portfolic model constructs a hypothetical portfolio of high-
quality corporate bonds whose cash flows match the
expected payments under the plan. The universe of bonds
available as of the plan’s measurement date is obtained
from Bloomberg, a third party data provider, and includes
securities of various maturities rated Aa or better by
Moody's Investor Service. At June 30, 2006, we calculated
our U.S. pension obligation using a 6.5% discount rate, a
125 basis point increase from the June 30, 2005 rate of
5.25%. The increase in our discount rate assumption is
expected to decrease our net periodic pension expense for
our U.S. pension plans by approximately $3 to $4 million in
fiscal 2007 compared to fiscal 2006. For the determination
of the expected rate of return on assets and the discount
rate, we take into consideration external actuarial advice.
Effective in fiscal 2005, the expected rate of compensation
increase was no longer factored into the determination of
our net periodic pension expense as the accrual for future
service benefits was frozen.

As of June 30, 20086, the unreccgnized net losses for our
U.S. pension plan were approximately $106 million, down
from $152 million at June 30, 2005. Unrecognized net loss
amounts arise primarily from the effects of changes in
actuarial assumptions, as well as differences between
expected and actual returns on plan assets, and are being
systematically recognized in future net periodic pension
expense in accordance with Statement of Financial
Accounting Standards ("SFAS") No. 87, "Employers
Accounting for Pensions.” Amortization of total unrecognized
net losses at June 30, 20086, is expected to increase net
periodic pension expense by approximately $10 million in
each fiscal year over the next eleven years. Eleven years is
the approximate average remaining service period of active
employees expected to receive benefits under the plan.

A one percentage point increase or decrease in the discount
rate for our U.S. pension plans for fiscal 2007 would
decrease or increase our net periodic pension expense by
approximately $3 million. A one percentage point increase or
decrease in the expected rate of return on our pension
assets for fiscal 2007 would also decrease or increase our
net periodic pension expense by approximately $3 million,
We do not generally fund pension plans when our
contributions would not be tax deductible. In fiscal 2006, we
made a voluntary contribution of $30 million to the gualified
U.S. plan concurrent with our decision to update the
mortality assumptions used to value the plan’s liabilities. As
of June 30, 2006, we did not expect to fund this plan in
fiscal 2007 as no contributions are expected to be required
under the Employee Retirement Income Security Act
("ERISA") regulations due to the level of contributions made
in fiscal 2006 and previous fiscal years. Our estimate of
annual contributions is based on significant assumptions,
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such as pehsion plan benefit levels, tax deductibility, interest
rate levels and th;e amount and timing of asset returns.
Actual cont‘ributicTns could differ from this estimate.

Ai!oca‘&wn of Purchase Price to Acquired Assets
and Liabuﬁatnes in Business Combinations

The cost of} an ac‘quired business is assigned to the tangible
and identifiable intangible assets acquired and liabilities
assumed on the basis of their fair values at the date of
acquisition.}We a‘ssess fair value using a variety of methods,
including th“e use|of independent appraisers, present value
models, an{j estirpation of current selling prices and
replacement vaIqu. Amounts recorded as intangible assets,
including acquired in-process research and development, or
IPR&D, are-}base(;j on assumptions and estimates regarding
the amount and timing of projected revenues and costs,
appropriate irisk-adjusted discount rates, as well as
assessing the competition's ability to commercialize
products before we can. Also, upon acquisition, we
determine the estimated economic lives of the acquired
intangible assets for amortization purposes. Actual results
may vary from projected results.

|
Exit or Disposal Activities

From time to time, we may undertake actions to improve
future proﬂtabmty“ and cash flow performance, as
appropriate.! We necord a liability for costs associated with
an exit or dlsposal activity when the hability is incurred, as
required under SFAS No. 146, “Accounting for Exit or
Disposal Activities.” Costs incurred under an exit or disposal
activity could mcIL‘Jde estimates of severance and
termination beneflts facility-related expenses, elimination or
reduction of prodlict fines, asset-related write-offs, and
termination bf contractual obligations, among other items.
We will pericdically review these cost estimates and adjust

the liability, as appropriate.

Aliocations to the Applied Biosystems Group
and the Celera Genomics Group

The attributlpn of \the assets, liabilities, revenues and
expenses to the Applied Biosystems group and the Celera
Genomics g1roup is primarily based on specific identification
of the businesses|included in both segments. Where
specific iden!tificat‘ion is not practical, other methods and
criteria, which require the use of judgments and estimates,
are used that we beheve are equitable and provide a
reasonable estlmate of the assets, liabilities, revenues and
expenses attnbutable to both segments, and are

consistently \apphed.

It is not practical to specifically identify the overhead portion
of corporateiexpenses attributable to each of the
businesses. ;As a result, we allocate these corporate
overhead expenses primarily based on headcount, total
expenses, oOf revenues attributable 1o each business.

Our board of direc‘tors approves the method of allocating
earnings to ¢ach class of common stock for purposes of

calculating earnings per share. This determination is
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generally based on the net income or loss amounts of the
corresponding group calculated in accordance with GAAP,
consistently applied.

Our board of directors may modify, rescind, or adopt
additional management and allocation policies applicable to
the attribution of assets, liabilities, revenues and expenses
to the businesses at its sole discretion at any time without
stockholder approval. Our board of directors would make
any decision in accordance with its good faith business
judgment that its decision is in the best interests of Applera
and all of its stockholders as a whole.

A decision to modify or rescind the management and
allocation policies, or adopt additional policies, could have
different effects on holders of Applera-Applied Biosystems
stock and holders of Applera-Celera stock or could result in
a benefit or detriment to one class of stockholders
compared to the other class.

Events impacting Comparability

We are providing the following information on some actions
taken by us or events that occurred for the three fiscal years
ended June 30. We describe the effect of these items on
our reported earnings for the purpose of providing you with
a better understanding of our on-going operations. You
should consider these items when making comparisons to
past performance and assessing prospects for future
results.

Income/{charge)

(Doflar amounts in millions) 2006 2005 2004
Severance and benefit costs $(14.3) $(247) $ 6.3
Asset impairments {10.9) (0.8) (36.1)
Excess lease space {1.2) (10.00

Other {2.6)

Reduction of expected costs 25 1.1 0.6

Total employee-related charges, asset
impairments, and other $(26.5) $(34.4) $(41.8)

Other events impacting comparability:
Revenue from sales of small
molecule programs
Impairment of inventory recorded in
cost of sales (1.7 (1.2)
Asset dispositions and legal
settlements

$86 § — $ —

(11.3) 38.2 8.7

Acquired research and development {3.4)

Investment gains 7.6 36.0

Tax items 50.2 25.7
Acquisition

Effective March 1, 2006, we acquired the Research
Products Division of Ambion, Inc. Ambion, which is based in
Austin, Texas, is a provider of innovative products for the
study and analysis of RNA for life science research and drug
development. The Ambion products are used by researchers
to study RNA and its role in disease development and
progression. The net assets and results of operations: of
Ambion have been included in our consolidated financial
statements since the date of the acquisition, and have been
allocated to the Applied Biosystems group. For further
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information on the Ambion acquisition, see Note 3 to our
consolidated financial statements.

Acquired Research and Development

During fiscal 20086, the Applied Biosystems group recorded a
$3.4 million charge to write-off the value of acquired IPR&D
in connection with the acquisition of Ambion. As of the
acquisition date, the technological feasibility of the related
projects had not been established, and it was determined
that the acquired projects had no future alternative uses.
The determination of the amount attributed to acquired
IPR&D took into consideration an independent appraisal
performed by a third party.

Employee-Related Charges, Asset impairments,
and Other

The following items have been recorded in the Consolidated
Statements of Operations in employee-related charges,
asset impairments and other, except as noted.

Fiscal 2006

in fiscal 20086, the Applied Biosystems group recorded pre-
tax charges of $1.5 million for employee terminations related
to the Applied Biosystems/MDS Sciex Instruments

business, a 50/50 joint venture between the Applied
Biosystems group and MDS Inc. MDS recorded a
restructuring charge for a reduction in workforce as part of
its strategy to focus on the life sciences market. The

$1.5 million represents the Applied Biosystems group’s
share of the restructuring charge.

Also in fiscal 2008, the Applied Biosystems group recorded
a $1.1 million pre-tax impairment charge to write-down the
carrying amount of its San Jose, California facility to its
current estimated market value less estimated selling costs.
This charge was in addition to the charge recorded in fiscal
2005 described below. In the fourth quarter of fiscal 2008,
the Applied Biosystems group completed the sale and
recognized a $0.9 million pre-tax favorable adjustment to the
charges previously recorded based on the actual sales price
per the agreement.

During fiscal 2008, the Celera Genomics group recorded pre-
tax charges related to its decision to exit its small molecule
drug discovery and development programs and the
integration of Celera Diagnostics into the Celera Genomics
group. These charges consisted of the following
components:

Employee- Excess  Other

Related Asset Lease Disposal
{Doltar amounts in millions) Charges [mpairments Space Costs  Total
Third quarter $10.7 $8.0 $0.8 $1.4 $20.9
Fourth quarter 2.1 18 04 12 55
Total charges 12.8 9.8 1.2 26 264
Cash payments 7.9 0.2 24 105
Non-cash activity 9.3 02 95
Balance at June 30, 2006 $ 49 $05 510 $— $ 64
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The employee-related charges were severance costs
primarily for staff reductions in small molecule drug
discovery and development. The asset impairment charges
primarily related to a write-down of the carrying amount of
an owned facility to its current estimated market value less
estimated selling costs, as well as write-offs of leasehold
improvements and equipment. As of March 31, 2006, all of
the affected employees were notified and substantially all
were terminated by July 31, 2006. Cash expenditures were
funded by available cash. We believe these actions will
enable the Celera Genomics group to focus on its molecular
diagnostics and proteomics activities, reduce cash
consumption, and accelerate its move toward profitability, in
part due to lower R&D expenses. The remaining cash
expenditures related to these charges are expected to be
disbursed by December 2006.

Fiscal 2005

During fiscal 2005, the Applied Biosystems group recorded
pre-tax charges consisting of the following components:

Employee- Excess

Related Lease Asset

{Dollar amaurits in millions) Charges Space Impairments  Total
First quarter $73 $— $— 8373
Second quarter 2.9 2.3 5.2
Fourth quarter 116 82 26 204
Total charges 21.8 8.5 26 329
Cash payments 105 02 107
Non-cash activity 5.2 19 71
Reduction of expected costs 0.3 0.3
Balance at June 30, 2005 11.0 3.1 0.7 148
Cash payments 95 14 03 1.2
Reduction of expected costs

and other 1.4 0.4 1.8
Balance at June 30, 2006 $01 $1.7 $— 8§18

The fiscal 2005 severance charges reflected the Applied
Biosystems group's decision to reduce and rebalance its
workforce and were implemented as a result of a strategic
and operational analysis conducted by management. The
positions eliminated were primarily in the areas of R&D,
manufacturing, marketing, and operations. These actions
were intended to allow us to expand personnel in other
functional areas including field sales and support,
manufacturing quality, and advanced research, as well as to
better align our resources with the needs of our customers.
Additionally, the severance charges recorded in the first and
second guarters related, in part, to staff reductions intended
to integrate the Applied Biosystems MALD! TOF product
line into the Applied Biosystems/MDS Sciex instruments
joint venture with MDS Inc. We took these actions to
improve operational efficiency and quality, while assuring
that our R&D spending remains aligned with our strategic
initiatives.

As of June 30, 2005, all of the employees affected by the
first and second quarter staff reductions had been
terminated. By March 31, 20086, all of the employees
affected by the fourth quarter staff reduction were
terminated. During fiscal 2006, we made cash payments of
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$9.5 million; the majority of which related to the fourth

]
quarter termination charge. In regards to the excess lease

space chardes, th\rough June 30, 2006, we made cash
payments of $0.4 million related to the second quarter
charge and $1.0 million related to the fourth quarter charge.

These cash Eexper“\ditures were funded by cash provided by
operating activities. In the third quarter of fiscal 2005, the
Applied Bios\ysterTHs group recorded a pre-tax benefit of
$0.1 million ‘l‘for a ‘reduction in anticipated employee-related

costs associated with the severance and benefit charge

recorded in tthe ﬁr‘st quarter of fiscal 2005. In fiscal 2005,
the Applied !Biosy\stemS group recorded a pre-tax benefit of
$0.2 million for a r‘eduction in anticipated employee-related
costs associated with the severance and benefit charge

recorded in the second quarter of fiscal 2005. The savings

from these éction§ were used to expand personnel during
fiscal 2006 in other functional areas including field sales and
support, ma;nufact{uring quality, and advanced research.
Augmenting}and upgrading skills in these critical functions

should support higher levels of sales over time.

I
The excess lease \space charges represented the estimated
cost of excess Iea‘se space less estimated future sublease
. | ey .
income for some leased facilities in Massachusetts and

California whose leases extend through fiscal years 2007 to
2011. The asset irr‘wpairment charges taken in the fourth
quarter related to the write-down in value of the Applied

i |
Biosystems groupis facilities in San Jose, California, and

‘

- Houston, Texas. As noted above, the Applied Biosystems

group record“ed an|additional impairment charge as well as a
favorable adjpstmqnt 1o the charges related to the San Jose
facility in fiscal 2006. See Note 8 to our consolidated
financial statements for more information on our San Jose,

California facility.

During fiscal 2008,|the Celera Genomics group recorded pre-
tax charges totaling $4.5 million related to our decision to
discontinue dromo{ion of products and most operations of
Paracel, Inc.,‘,‘a bus‘iness we acquired in fiscal 2000. Paracel
developed high-pen‘ormance genomic data and text analysis
systems for the pharmaceutical, biotechnology, information
services, and govefnment markets. Due to a shift in focus,
Paracel was no Ionber deemed strategic to the overall
business. The charbe consisted of $1.1 million for severance
and benefit costs, $1.7 million for excess facility lease
expenses and asse‘t impairments, and $1.7 million in cost of
sales for the @mpair\ment of inventory. The charge for excess
facility lease expenses and asset impairments was primarily
for a revision to an |accrual initially recorded in fiscal 2002 for
the estimated cost|of excess facility space for a lease that
extends through fiscal 2011 and to write off related fixed

assets. |

As of March 31 2005, the majority of the affected Paracel
employees wére terminated. Substantially all cash payments
related to the%e terminations were made as of June 30, 2005.
Through June{30, 2@06, we made cash payments of

$2.1 miltion re‘lated “co the excess lease space charge. The
cash expenditures were funded by available cash. The
remaining cash expenditures related to this charge of
approximate?y“ $3.0 ‘million are expected to be disbursed by

|
|
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fiscal 2011. The modest expenses related to the closure of
the Paracel business and completion of remaining service
obligations during fiscal 2006 did not have a material impact
on the Celera Genomics group's fiscal 2006 operating results.

In fiscal 2005, the Celera Genomics group recorded a pre-
tax charge of $3.4 million related to the Online/Information
Business, an information products and service business. The
Celera Genomics group realigned its organization based on a
change in its business focus and as part of this realignment,
the Online/information Business was determined to be non-
strategic. The pre-tax charge of $3.4 million consisted of
$1.8 million for severance and benefit costs and $1.6 million
for asset impairments, primarily related to information-
technology teases. As of June 30, 2005, all affected
employees were notified and by the end of the first quarter
of fiscal 2008, all were terminated. in the fourth quarter of
fiscal 2006, the Celera Genomics group recorded a pre-tax
benefit of $0.2 million for a reduction in anticipated
severance and benefit costs. All cash expenditures related
to this action were disbursed by the end of fiscal 2006. The
impact of the Celera Genomics group’s determination that
the Online/Information Business was not strategic has been
reflected in the Celera Genomics group’s financial results
over the past several years.

Fiscal 2004

During fiscal 2004, the Applied Biosystems group recorded
pre-tax charges of $6.3 million for employee terminations.
The savings resulting from this action were used to support
the businesses that are driving the Applied Biosystems
group’s revenue growth, including through the hiring of
additional appropriately-skilled employees. All cash payments
were made by March 31, 2005. The cash payments were
funded primarily from cash provided by operating activities.

In fiscal 2004, the Applied Biosystems group recorded pre-
tax charges of $14.9 million for the impairment of patents
and acquired technology related to Boston Probes, Inc., a
business we acquired in fiscal 2002. As a resuft of a
strategic and operational review, we determined, during
fiscal 2004, that the intellectual property was not expected
to lead to feasible commercialization of the products that we
had originally envisioned when we purchased Boston
Probes. In accordance with SFAS No. 144, "Accounting for
the Impairment or Disposal of Long-Lived Assets,” the
impairment charge represented the amount by which the
carrying amount of the assets exceeded their fair value. The
fair value was based on estimated undiscounted future cash
flows relating to the existing service potential of those
assets.

Additionally in fiscal 2004, the Applied Biosystems group
recorded pre-tax charges of $4.4 million for asset write-
downs and other expenses related to the decision to
transfer the 85600 Affinity Chip Analyzer product line to HTS
Biosystems, Inc., its development partner for this product
line. The $4.4 million charge consisted of $3.2 million for
write-downs of fixed assets and other charges and

$1.2 million for the impairment of inventory recorded in cost
of sales. The Applied Biosystems group had entered into a
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collaboration and commercialization agreement for this
product line with HTS Biosystems in fiscal 2002. As a result
of a change in strategic direction and focus at the Applied
Biosystems group, as determined during the previously
mentioned review, we determined that the inventory and
fixed assets related to this product line had no net realizable
value. Additionally, we wrote off a loan and accrued the final
payments based on our decision to terminate the agreement
with HTS Biosystems. In fiscal 2005, the Applied
Biosystems group recorded a pre-tax benefit of $0.7 million
as a result of the repayment of this loan by HTS
Biosystems.

During fiscal 2004, the Celera Genomics group decided to
pursue the sale of its Rockville, Maryland facility. As a result
of this decision, we classified the related assets as assets
held for sale within prepaid expenses and other current
assets. In connection with the decision to sell the Rockville
facility, the Celera Genomics group recorded a pre-tax
impairment charge of $18.1 million during fiscal 2004. This
charge represented the write-down of the carrying amount
of the facility to its estimated market value less estimated
costs to sell. The estimated market value was based on a
third-party appraisal. During fiscal 2005, the Celera
Genomics group completed the sale of this facility and
recorded a $3.6 million pre-tax favorable adjustment to the
charge recorded in fiscal 2004.

Other

During fiscal 2003, the Applied Biosystems group recorded
charges for organization-wide cost reductions. As of June 30,
2008, we had remaining cash payments of $0.5 miflion for
severance and employee benefits related to these charges.
The majority of the remaining payments are expected to be
disbursed during fiscal 2007.

Other Events impacting Comparability

Revenue from the sales of small molecule programs

In the fourth quarter of fiscal 20086, the Celera Genomics
group recorded pre-tax gains of $8.6 million in net revenues
from the sale of some small molecule drug discovery and
development programs, primarily to Pharmacyclics, Inc. and
Schering AG. See the Acquired Research and Development
section below for more information about these sales.

Asset dispositions and legal settlements

The following items have been recorded in the Consolidated
Statements of Operations in asset dispositions and legal
settlements.

In fiscal 2006, we established, with Beckman Coulter, the
terms of a settlement to resolve all outstanding legal
disputes between us regarding claims to some patented
capillary electrophoresis technology and heated cover
instrumentation technology. As part of the settlement, the
parties agreed to grant royalty-bearing licenses to each
other. Additionally, the Applied Biosystems group made a
payment of $35 million to Beckman Coulter for rights to
some Beckman Coulter technology and for the release of
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any and all claims of infringement relating to DNA sequencer
and thermal cycler products. As a result of this settlement,
we recorded a pre-tax charge of $35.0 million. Commencing
in July 20086, Beckman Coulter began making quarterly
payments which will total $20 miltion over ten quarters to
the Celera Genomics group for diagnostic rights to some
Applera technology.

Also in fiscal 2006, we recorded a benefit of $33.4 million
related to a settlement agreement involving patent
infringement claims brought by us against Bio-Rad
Laboratories, Inc. and MJ Research, Inc. (acquired by Bio-
Rad after the commencement of litigation.) The settiement
also resolved litigation brought by Bio-Rad against us for
patent and trademark infringement, and counterclaims by us
against Bio-Rad. By March 31, 2006, we had received all
amounts related to the Bio-Rad settlement.

Additionally in fiscal 2006, we recorded a $26.6 million pre-
tax charge related 1o a litigation matter and related to an
award in an arbitration proceeding with Amersham
Biosciences, now GE Healthcare. We recorded the pre-tax
charge as follows: $25.9 million at the Applied Biosystems
group and $0.7 million at the Celera Genemics group. We
paid all amounts related to the arbitration matter in January
2006. The arbitration matter involved the interpretation of a
license agreement relating to DNA sequencing reagents and
kits. Amersham had alleged, among other things, that the
Applied Biosystems group had underpaid royalties under the
license agreement. The arbitrator awarded Amersham past
damages based on an increase in royalty rates for some of
its DNA sequencing enzymes and kits that contain those
enzymes, plus interest, fees, and other costs. As a result of
this decision, the Applied Biosystems group recorded a pre-
tax charge of $23.5 million in fiscal 2006, $22.6 million of
which was recorded in asset dispositions and legal
settlements.

In the fourth guarter of fiscal 2008, the Applied Biosystems
group recorded a pre-tax gain of $16.9 million from the sale
of a vacant facility in Connecticut. This facility was
previously used for manufacturing and administration.

During fiscal 2005, the Applied Biosystems group recorded a
net pre-tax gain of $29.7 million for the sale of intellectual
property, manufacturing inventory, and research and
development assets related to the expansion of the scope
of the Applied Biosystems/MDS Sciex Instruments joint
venture. Under the terms of the transaction, we received
$8 million in cash and a $30 million note receivable for a 50
percent interest in intellectual property assets related to
current Applied Biosystems MALDI TOF mass spectrometry
systems and next-generation product-related manufacturing
and research and development assets. The note receivable
is due in b years, of which $6 million is payable in October
2006 and $8 million in October 2007, 2008, and 20089.

Also in fiscal 2005, the Applied Biosystems group received a
payment of $8.5 million from lilumina, Inc. in connection
with the termination of a joint development agreement and
settlement of patent infringement and breach of contract
claims.
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In March 2004, th‘e Applied Biosystems group and MDS
Inc., through the Applied Biosystems/MDS Sciex
Instruments: joint venture, received a payment of

$18.1 milliorj from: Waters Technologies Corporation in
connection with the resolution of patent infringement claims
between thé partigs. The Applied Biosystems group
recorded a net gain of $6.7 million from legal settlements,

including itsisharel of this payment in fiscal 2004.
| >

In vestmenté

The following gain‘s have been recorded in the Consolidated
Statements of Operations in gain {loss) on investments, net,

except as noted.

The Celera Genomics group recorded pre-tax gains of

$7.6 million 'i‘n fiscFI 2006 from the sale of non-strategic
minority equity inv‘estments The Celera Genomics group
recorded a pre tax\ gain of $24.8 million in fiscal 2004 from
the sale of |ts |nv§stment in Discovery Partners
International! Inc. (‘”DPI ") common stock. Qur investment in
DPI common stock, which resulted from our acquisition of
Axys Pharma’ceutic‘:a!s, Inc. in fiscal 2002, had been

accounted for under the equity method of accounting.

The Applied lBiosystems group recorded pre-tax gains of
$11.2 million in ﬂs‘cal 2004, related primarily to the sales of
minerity equity investments. These investment sales
resulted frorrh man{agement’s decision to liquidate non-

strategic invéstme‘nts.

Tax items

In fiscal 200$, the |Applied Biosystems group recorded a tax
benefit of $13.5 million related to the resolution of transfer
pricing matters in Japan. Additionally, the Applied
Biosystems group recorded a net tax charge of $26.6 million,
which included a $1.4 million favorable adjustment recorded
in the fourth! quartér of fiscal 2006, related to repatriation of
$476.4 mllllon of forengn earnings. Also in fiscal 2006, the
Applied Blosystem‘s group recorded tax benefits of

$63.3 million related to a completed Internal Revenue
Services (“IRS") ex}am, state valuation allowance reversal,
and R&D cregits. 'ﬁhe IRS completed the audit of Applera for
the fiscal years 1996 through 2003 and as a result, the
Applied Biosx‘/stem‘s group recorded favorable adjustments
of $32.2 million to lexisting tax liabilities. A net of federal tax
$24.8 millionlincrease in the net state deferred tax assets
primarily rela"‘ced to|a reduction in valuation allowance and
the write-off of some state deferred tax assets. The
reduction in the valuation allowance was due to
management’s reassessment of the future realization of
deferred tax assets based on revised forecasted taxable
income Whicrlw inctudes the impacts of a change in the
apportionmer;wt of income to California, a reduction in R&D
spending, and increased revenues and profits from our
worldwide opera’uons Also, Applera completed its
assessment of flsc:al years 2001 through 2004 R&D
activities and‘as a result, the Applied Biosystems group
recorded a net ben\efit of $6.3 million for additional R&D

credits.
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During fiscal 2005, the Applied Biosystems group recorded
tax benefits of $23.5 million primarily related to additional
U.S. R&D tax credit carryforwards, expected results of
Canadian examinations, and settlement of some U.K. tax
matters. Also during fiscal 2005, the Celera Genomics group
recorded a tax benefit of $2.2 million related to additional
U.S. R&D tax credits.

Acquired Research and Development

During fiscal 2006, the Applied Biosystems group recorded a
$3.4 million charge to write-off the value of acquired IPR&D
in connection with the Ambion acquisition. See the Events
Impacting Comparability section for further information.

During fiscal 2002, the Celera Genomics group recorded a
charge of $39.0 million to write-off the value of acquired
IPR&D in connection with the Axys acquisition. In January
2006, the Celera Genomics group announced its intention to
exit its small meolecule drug development and discovery
programs. During the fourth quarter of fiscal 2006, the
Celera Genomics group transferred rights to several of these
programs to other companies and terminated all other small
molecule programs. Some of the affected programs were
acquired with Axys in November 2001 and others were
developed internally by the Celera Genomics group after that
acquisition. In April 2006, the Celera Genomics group
announced the sale to Pharmacyclics of three of its
programs around smail molecule drug candidates for the
treatment of cancer and other diseases, which included
programs that target histone deacetylase ("HDAC")
enzymes, selective HDAC enzymes, Factor Vila, and B cell
tyrosine kinases involved in immune function. The financial
terms of the transaction included an upfront cash payment
of $2 million and one million shares of Pharmacyclics
common stock. If these programs meet developmental
milestones specified in the sale agreement and result in
drugs that are approved and commercialized in key
geographical markets, they may generate future milestone
payments to the Celera Genomics group. In addition, the
Celera Genomics group will be entitied to percentage royalty
payments in the mid to high single digits based on annual
sales of any drugs commercialized from the three programs.
In June 2006, the Celera Genomics group announced that
Schering AG had acquired its cathepsin S inhibitors for
autoimmune diseases. The financial terms of the transaction
included a cash payment of $5 million. Payment of half of
this amount was made in July 2006, and payment of the
other half is deferred until the transfer of assets is
completed, which we expect to occur before the end of
calendar 2006. If this program mesets all developmental and
marketing milestones as specified in the sale agreement and
results in drugs that are approved and commercialized in key
geographical markets, it may generate future milestone
payments to the Celera Genomics group. In addition, the
Celera Genomics group will be entitled to percentage royalty
payments up to the low double digits based on annual sales
of any drugs commercialized from the program.
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Adoption of SFAS No. 123R

We adopted Statement of Financial Accounting Standards
{"SFAS") No. 123, "Share-Based Payment (revised 2004)" in
July 2005. SFAS No. 123R requires entities to measure and
recognize the cost of employee services received in
exchange for an award of equity instruments based on the
grant-date fair value of the award. We adopted SFAS

No. 123R using the modified prospective method of
transition. This method requires us to apply the provisions of
SFAS No. 123R to new awards from and after our adoption
date and to any awards that were unvested as of our
adoption date, but did not require us to restate prior periods.

Prior to fiscal 2006, we applied the provisions of Accounting
Principles Board Opinion No. (“APB Qpinion No.”) 25,
“Accounting for Stock Issued to Employees,” in accounting
for our share-based compensation plans. Under APB Opinion
No. 25, we did not record any compensation cost related to
stock options since the exercise price of stock options
granted to employees generally equaled the fair market
value of our stock prices at the date of grant. We also did
not record any compensation expense related to our
employee stock purchase plans since the provisions of
these plans were deemed non-compensatory under APB
Opinion No. 25. However, for restricted stock, the intrinsic -
value as of the grant date was amortized to compensation
expense over the vesting period.

Under our share-based compensation plans, we are
authorized to grant stock options, restricted stock units, and
other equity awards. In fiscal 20086, we started granting
restricted stock units, in addition to stock options and other
equity awards. Each year, we will determine the appropriate
quantity and type of authorized instruments that will be
granted under these plans based on various considerations,
including our strategic focus and the impact on our results
of operations and cash flow. Additionally, our share-based
awards may contain service or performance conditions, as
well as a retirement eligible provision, whereby the award
would automatically vest when the employee retires from
the Company provided some conditions have been met. See
Note 7 to our consolidated financial statements for a more
detailed description of our plans and awards.

In fiscal 2005, our board of directors approved the
accelerated vesting of substantially all unvested stock
options. See Note 1 1o our consolidated financia! statements
for more information on the acceleration.

With the adoption of SFAS No. 123R, we revised how we
determined the expected term and expected volatility of our
options. See Note 1 to our consolidated financial statements
for more information on the assumptions used to value our
options.

We recorded pre-tax charges of $12.7 million ($9.0 million
net of tax) for fiscal 2006 in our Consolidated Statements of
Operations for compensation costs related to our share-
based plans. These amounts included $8.6 million for fiscal
2006 for our restricted stock plans, which would have been
recorded as compensation expense under APB Opinion

No. 25. As of June 30, 2006, $27.1 million of total
unrecognized compensation costs related to nonvested
awards and units are expected to be recognized over a
weighted average period of less than two years.
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Discussion of Applera Corporation’s
Consolidated Operations

Results of Operations—
2006 Compared with 2005

% Increase/

(Dollar amounts in millions) 2006 2005 (Decrease)
Net revenues $1,949.4 $1,8456.1 5.7%
Cost of sales 881.2 848.6 3.8%
Gross margin 1,068.2 996.5 7.2%
SG&A expenses 584.5 525.4 11.2%
R&D 271.4 330.8 {17.9%)
Amortization of purchased

intangible assets 5.9 4.2 40.5%
Employee-related charges, asset

impairments and other 26.6 34.4 {22.7%)
Asset dispositions and legal

settlements 11.2 (38.2) (129.3%)
Acquired research and

development 3.4
Operating income 165.2 140.1 17.9%
Gain on investments, net 7.6
Interest income, net 371 28.8 28.8%
Other income (expense), net 5.3 4.5 17.8%
Income before income taxes 215.2 173.4 24.1%
Provision for income taxes 2.7 13.6 (80.1%)
Net income $ 2125 $§ 159.8 33.0%
Percentage of net revenues:

Gross margin 548% 54.0%

SG&A expenses 30.0% 285%

R&D 13.9% 17.9%

Operating income 8.5% 7.6%
Effective income tax rate 1% 8%

The following table summarizes the impact of the previously
described events impacting comparability included in the
financial results for fiscal 2006 and 2005:

(Dollar amounts in millions) 2006 2005

Income {charge) included in income before
income taxes $(24.9) $ 21
Benefit for income taxes (57.3) (24.8)

Net income increased for fiscal 2006 primarily due to the
previously described events impacting comparability,
including $50.2 million of net tax benefits, higher net
revenues at the Applied Biosystems group, lower R&D
expenses, and higher interest income. Partially offsetting
this increase were higher SG&A expenses at the Applied
Biosystems group and lower net revenues at the Celera
Genomics group. The net effect of foreign currency
decreased net income in fiscal 2006 by approximately
$3 million as compared to the prior year. Read our
discussion of segments for information on their financial
results.

Net revenues, which include the unfavorable effects of
foreign currency, increased in fiscal 2006 compared with the
prior year. Revenues for fiscal 2006 included a favorable
impact of approximately 1% related to the Ambion
acquisition, which was effective March 1, 2006. The effect
of foreign currency decreased net revenues by
approximately 1% during fiscal 20086.
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o Net revenues iﬁcreased at the Applied Biosystems group,
driven by istrength in the Real-Time PCR/Applied Genomics
and Mass Spec‘trometry product categories. Revenues for
fiscal 2006 inch‘Jded higher licensing and royalty revenues
of approx(matel‘y $26 million in comparison to fiscal 2005,
driven priﬁnarily by Real-Time PCR instrumentation license
issuance fees and expanded licensing initiatives. Of the
$26 miHio‘p incre‘ease, approximately $11 million related to
one-time licensing fees.

|

e Net revenues chreased at the Celera Genomics group,
primarily és a result of discontinuation of the Online/
Information Business and the operations of Paracel,
partially offset by revenues from the sale of the small

| |
molecule programs.
|

Net revenues incr\eased 7.8% in the U.S., 6.7% in Europe,
and 5.7% in Latin‘America and other markets, and
decreased 1;.7% ip Asia Pacific compared with the prior
fiscal year. The effect of foreign currency decreased

revenues by appréximately 3% in Europe and 3% in Asia

Pacific during fiscél 2006 as compared to fiscal 2005.
Excluding the effects of foreign currency, European
revenues increased primarily as a result of sales of MALDI
TOF/TOF sy‘\stems‘, TaqgMan® Gene Expression Assays
products, Ambion-related products, API triple quadrupole, or

quad, systems, aqd human identification products used in

forensics. During ﬁiscal 2006, revenues in Japan declined
approximate{y 100/\" compared to the prior fiscal year,
approximate!y half‘ due to unfavorable foreign currency
effects and the other half due to the discontinuation of the
Online/lnformation; Business at the Celera Genomics group.
Revenues in: other‘ Asia Pacific countries increased by
approximately 13%, including unfavorable foreign currency
effects of adproximately 1%, as compared to the prior year.
This increasé was |primarily due to sales of Mass
Spectrometry Q TRAP® systems, low to medium throughput
genetic analyzers, land human identification products. Sales
in the U.S. irjcreas‘ed primarily due to sales of API triple
quad systems, Ambion-related products, TagMan Gene
Expression Assays products, and increased royalty and
licensing revenues.

The higher g“ross nlwargin percentage in fiscal 2006 compared
to fiscal 2005 was‘driven primarily by Real-Time PCR
instrumentation license issuance fees, royalty payments,
decreased software amortization, and improved service
margins. Seryice rr‘\\argins at the Applied Biosystems group
improved for;fiscal| 2006 primarily driven by pricing on
selected billable pa“r‘ts and growth in the volume of service
contracts. AdditionFI!y, gross margin was favorably impacted
by manufacturing productivity improvements and a favorable
product mix éf relatively higher margin Real-Time PCR/
Applied Genomics lproducts‘ Partially offsetting these
increases were lower Onling/Information Business revenues
at the Celera%Geno\‘mics group and higher royalty expenses
at the Applied Biosystems group.

SG&A expenses for fiscal 2006 increased over the prior
fiscal year due prin"aarily to increased employee-related costs
and sales force investments of approximately $33 million at

the Applied B‘jiosys{ems group, and increased spending of
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approximately $21 million at the Applied Biosystems group,
which was comprised of: costs related to strategic
investments in China and other initiatives; the development
of, and enhancements to, the Applied Biosystems Portal;
and Ambion-related expenses. The Applied Biosystems
group has established an glectronic commerce, or “e-
commerce,” [nternet web site which the Applied
Biosystems group refers to as the “Applied Biosystems
Paortal.” This increase was partially offset by the favorable
effects of foreign currency and lower legal expenses of
approximately $10 million at the Applied Biosystems group,
and lower expenses due to the discontinuation of the
Online/Information Business.

R&D expenses decreased for fiscal 2006 compared to fiscal
2005 primarily as a result of the Celera Genomics group’s
decision to exit small molecule drug discovery and
development and the discontinuation of the Onfine/
information Business. Also contributing to the decrease was
cost savings realized from the integration in fiscal 2005 of
the MALDI TOF product line into the Applied Biosystems/
MDS Sciex Instruments joint venture with MDS Inc.,
partially offset by higher employee-related expenses at the
Applied Biosystems group, including those associated with
the acquisition of Ambion.

Interest income, net increased during fiscal 2006 compared
to fiscal 2005 primarily due to higher average interest rates,
partially offset by lower average cash and cash equivalents
and short-term investments. The lower cash and cash
equivalents and short-term investments were primarily the
result of share repurchase activity and the acquisition of
Ambion.

Other income, net for fiscal 2006 increased in comparison to
the prior fiscal year primarily .due to higher benefits
associated with our foreign currency risk management
program in fiscal 2006. Other income, net for fiscal 2005
included a non-recurring receipt of $1.0 million related to a
financing activity for a non-strategic investment and the
write-down of an investment acquired as part of the Axys
acquisition.

The decrease in the effective tax rate for fiscal 2006 was
primarily due to the previously described events impacting
comparability, including the events described under tax
items. An analysis of the differences between the federal
statutory income tax rate and the effective income tax rate
is provided in Note 4 to our consolidated financial
statements.

Applera Corporation

Results of Continuing Operations—
2005 Compared with 2004

% Increase/

{Dollar amounts in millions) 2005 2004  (Decrease)
Net revenues $1,845.7 $1,825.2 1.1%
Cost of sales 848.6 850.0 (0.2%)
Gross margin 996.5 975.2 2.2%
SG&A expenses 525.4 512.3 2.6%
R&D 3306 351.6 (6.0%)
Amortization of purchased

intangible assets 4.2 7.5 (44.0%)
Employee-related charges, asset

impairments and other 34.4 41.8 (17.7%)
Asset dispositions and legal

settlements (38.2) 6.7) 470.1%
Operating income 140.1 68.7 103.9%
Gain on investments, net 355  (100.0%)
Interest income, net 28.8 22.8 26.3%
Other income {expense), net 4.5 2.5 80.0%
Income before income taxes 173.4 129.5 33.9%
Provision for income taxes 13.6 14.5 (6.2%)

Income from continuing operations $ 159.8 $§ 115.0 39.0%

Percentage of net revenues:

Gross margin 540% 53.4%
SG&A expenses 285% 28.1%
R&D 17.9% 19.3%
Qperating income 7.6% 3.8%
Effective income tax rate 8% 1%

The following table summarizes the impact of the previously
described events impacting comparability included in the
financial results for fiscal 2005 and 2004:

(Dellar amounts in millions) 2005 2004
Income (charge) included in income before

income taxes $ 2.1 $(0.4
Provision (benefit) for income taxes (248 1.2

Income from continuing operations increased for fiscal 2005
primarily due to improved gross margin and lower R&D
expenses at the Applied Biosystems group, partially offset
by higher SG&A expenses at the Applied Biosystems group
and lower revenues at the Celera Genomics group.
Additionally, income from continuing operations increased
for fiscal 2005 due to the impact of the previously described
events impacting comparability. The net effect of foreign
currency on income from continuing operations in fiscal
2005 was a benefit of approximately $14 million as
compared to the prior year. Read our discussion of
segments for information on their financial resulits.

The effect of foreign currency increased net revenues by
approximately 2% during fiscal 2005. As a result, net
revenues, excluding the effects of foreign currency,
decreased slightly in comparison to the prior fiscal year.

o Net revenues increased at the Applied Biosystems group,
driven by strength in both the Real-Time PCR/Applied
Genomics and Mass Spectrometry product categories,
partially offset by lower revenues in the DNA Sequencing,
Core PCR & DNA Synthesis, and Other Product Lines
product categories.
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o Net revenues decreased at the Celera Genomics group,
primarily as a result of the expiration of Online/Information
Business customer agreements and the discontinuation of
most of the operations of Paracel during the first quarter
of fiscal 2005.

Net revenues decreased 5.0% in the U.S. and 0.9% in Asia
Pacific, and increased 11.1% in Europe and 9.8% in Latin
America and other markets, compared with the prior fiscal
year. The effect of foreign currency increased revenues by
approximately 4% in Europe and 2% in Asia Pacific during
fiscal 2005 as compared to fiscal 2004. European revenues
increased primarily due to continued strong sales of the
Applied Biosystems 3130 line of Genetic Analyzers and the
Applied Biosystems 7300 and 7500 Real-Time PCR Systems
and increased sales of human identification products. During
fiscal 2005, revenues in Japan declined 5% compared 1o the
prior fiscal year, net of a positive impact from foreign
currency of approximately 2%. Factors contributing to this
decline included the continued shift of life science research
funding to areas outside of sequencing and constrained
spending due to anticipated lower growth in the fiscal 2006
government budget for life science research. Revenues in
the U.S. decreased primarily due to reduced sales of DNA
analyzers to large U.S. genome centers at the Applied
Biosystems group and the expiration of Online/Information
Business customer agreements and discontinuation of most
of the operations of Paracel at the Celera Genomics group.

The higher gross margin percentage in fiscal 2005 compared
to fiscal 2004 was due primarily to the favorable effects of
foreign currency at the Applied Biosystems group as well as
a decrease in both software amortization and warranty
costs. Service margins at the Applied Biosystems group
have improved for fiscal 2005 primarily driven by growth in
volume of service contracts, as well as improved pricing on
selective billable parts, labor, and service contracts. Also,
strong growth in some higher margin products within the
sequence detection systems, human identification, and
assays product lines helped minimize the effect of the
decline in DNA Sequencing instruments.

SG&A expenses for fiscal 2005 increased over the prior
fiscal year due primarily to: higher employee-related and
outside consultant costs of $14 million at the Applied
Biosystems group; the unfavorable effects of foreign
currency of approximately $9 million; and increased
spending of approximately $6 million on both the
development of, and enhancements to, the Applied
Biosystems portal {collectively known as the Applied
Biosystems Portal), and a strategic business review. In fiscal
2004, the Applied Biosystems group engaged a consufting
firm to assist management in an in-depth review of its entire
product portfolio. The increase in fiscal 2005 was partially
offset by: lower legal expenses of approximately $7 million;
lower insurance and pension costs of approximately

$8 million; the discontinuation of most of the operations of
Paracel; and lower Online/Information Business expenses.

R&D expenses decreased for fiscal 2005 compared to fiscal
2004 primarily as a result of the previously announced
realignment of the Applied Biosystems group’s R&D product

1
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portfolio, thla integration of the MALDI TOF product line into
the AppliediBiosy:stems/MDS Sciex Instruments joint
venture with MD% Inc., cost reductions in the Onling/
Information Business, and the discontinuation of most of the
operations of Pare‘zcel. This decrease was partially offset by
increased e%(pend‘itures at the Celera Genomics group to
support preclinical development activities and the hiring of

additional tﬁerape‘utic R&D personnel.

Interest income, net increased during fiscal 2005 compared
to fiscal 2004 primarily due to higher average interest rates,
partially offset by lower average cash and cash equivalents
and short-term investments.

Other inconje, ne} for fiscal 2005 increased in comparison to
the prior fiscal year primarily due to higher benefits
associated with o‘yr foreign currency risk management
program in fiscal 2005 and losses recorded from equity
method invelstmepts in fiscal 2004. This increase was
partially offset by higher non-recurring cash receipts in fiscal

2004.

|
The decrease in tk‘ne effective tax rate for fiscal 2005 was
primarily dué to benefits related to R&D tax credit

carryforwarqs, expected results of Canadian examinations,

and settlement of|some U.K. tax matters in fiscal 2005.

Applera Ciorpo\mtion

Dﬁscusséoh of Consolidated Financial Resources
and Liguidity ‘

We had cash and cash equivalents and short-term

1nvestments‘;of $9ff3.4 miliion at June 30, 2006, and
$1.4 billion at Junt‘a 30, 2005. We maintain a $200 million
unsecured révo\ving credit agreement with four banks that

matures on April 1‘5, 2010, under which there were no
borrowings dutstapding at June 30, 2008 or 2005. Cash
provided by :opera’ging activities has been our primary source
of funds over the last three fiscal years.

We believe that e>‘<isting funds, cash generated from

operations, dnd ex‘isting sources of debt financing are more
than adequate to sIatisfy our normal operating cash flow
needs, planned capital expenditures, acquisitions, dividends,

and approveé share repurchases for the next twelve months
and for the foreseeable future.

In July 2005, we announced that our board of directors

authorized th“‘e repyrchase of up to 10% of the outstanding
shares of Applera-f\pplied Biosystems stock. In addition, in

January 200@, we announced that our board of directors
authorized the repurchase of up to an additional 5 million

shares of Applera—/‘\pplied Biosystems stock. We completed
both of these repu‘rchase authorizations in fiscal 2006. These
authorizations supplﬂemented the board’s existing
authorization ito re;?urchase shares of Applera-Applied
Biosystems stock §md Applera-Celera stock from time to

time to reple:nish shares issued under our various employee

stock benefit plans. This authorization has no set dollar or

time limits aﬁd del‘egates to management discretion to
purchase shajres at times and prices it deems appropriate
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“Management’s Discussion and Analysis — (Continued)

through open market purchases, privately negotiated
transactions, tender offers, exchange offers, or otherwise.

(Dollar amounts in millions) 2006 2005
$ 4342 $ 7794

Cash and cash equivalents

Short-term investments 509.2 645.1
Total cash and cash equivalents and
short-term investments $ 9434 $1,4245

Working capital 1,018.7 1,494.9

Cash and cash equivalents decreased in fiscal 2006 as cash
expenditures for the repurchase of Applera-Applied
Biosystems stock, the acquisition of Ambion, the purchase
of capital and other assets, and the payment of dividends
exceeded cash generated from operating activities, proceeds
from the sales and maturities of available-for-sale
investments, net of purchases, and proceeds from stock
issuances.

Cash and cash equivalents increased in fiscal 2005 as cash
generated from operating activities, which included the
amount received related to the previously described patent
infringement lawsuit, proceeds from the sales and maturities
of short-term investments, net of purchases, and proceeds
from asset sales and stock issuances for employee stock
plans were only partially offset by expenditures for capital
assets, debt repayment, the payment of dividends, and the
repurchase of Applera—Applied Biosystems stock. Also
impacting the increase in cash and cash equivalents was a
$17.4 million payment made in fiscal 2004 for a patent
lawsuit related to a discontinued product line. See Note 14
1o our consolidated financial statements for further
information. Net cash flows of continuing operations for the
fiscal years ending June 30 were as follows:

(Dollar amounts in millions) 2006 2005 2004
Net cash from operating activities $2749 32164 $1944
Net cash from investing activities (155.5) 52.2 211

Net cash from financing activities (461.5) 114 (349.7)
Effect of exchange rate changes on cash (3.0) (8.9) 12.9

Operating activities

The increase in net cash provided from cperating activities
for fiscal 2006 compared to fiscal 2005 resulted primarily
from higher income-related cash flows, including the

$33 million Bic-Rad settlement, partially offset by a higher
use of cash primarily related to a decrease in accounts
payable and other liabilities. The decrease in accounts
payable and other liabilities was primarily due to a voluntary
contribution of approximately $30 million to our qualified
U.S. pension plan in fiscal 2006, the payment of
approximately $58 million related to the previously discussed
Amersham and Beckman Coulter legal matters, partially
offset by the timing of royalty payments, a higher
compensation-related accrual in fiscal 2008, and lower
income tax payments at the Applied Biosystems group in
fiscal 2006. In fiscal 2005, we did not fund our gualified U.S.
pension plan as no contributions were required under ERISA
regulations. Partially offsetting this higher use of cash in
fiscal 2006 was a decrease in prepaid expenses and other

Applera Corporation

assets due in part to a decrease in a non-trade receivable
related to the Applied Biosystems group's joint venture
activities. In fiscal 2006 compared to fiscal 2005, working
capital at the Celera Genomics group benefited primarily
from a lower decrease in accounts payable and other
liabilities, in part due to the discontinuation of the Online/
Information Business. Partially offsetting this lower decrease
were lower liabilities as a result of its decision to exit the
small molecule programs and higher severance and lease
payments.

The increase in net cash provided from operating activities
of continuing operations for fiscal 2005 compared to fiscal
2004 resulted primarily from: higher income-related cash
flows; the timing of vendor payments; and the funding of
our qualified U.S. pension plan of approximately $51 million
in fiscal 2004. This increase was partiglly offset by: a lower
reduction in accounts receivable balance in fiscal 2005 due
to the timing of collections; the timing of royalty payments;
an increase in a non-trade receivable related to the Applied
Biosystems group's joint venture activities; the timing of the
receipt of dividends and distributions from investments in
unconsolidated subsidiaries; higher severance payments in
fiscal 2005; and lower cash receipts in fiscal 2005 due to the
expiration of the Online/information Business customer
agreements at the Celera Genomics group.

Investing activities

Capital expenditures, net of disposals, were $46.1 million in
fiscal 2006, $93.9 million in fiscal 2005, and $68.4 million in
fiscal 2004. Fiscal 2006 included expenditures for the
development of, and enhancements to, the Applied
Biosystems Portal of approximately $8 million. Additionally,
fiscal 2006 capital expenditures included purchases of
production eguipment, testing and laboratory equipment,
computer equipment, and computer software and licenses
at the Applied Biosystems group. Fiscal 2006 capital
expenditures at the Celera Genomics group consisted of
leasehold improvements and equipment purchases, the
majority of which related to our diagnostic business.

Fiscal 2005 capital expenditures included $42 million to
purchase several buildings at the Applied Biosystems
group’s Foster City, California location. Additionally, fiscal
2005 capital expenditures included purchases of production
equipment, testing and laboratory equipment for the Applied
Biosystems group’s facilities, as well as computer
equipment purchases at the Applied Biosystems group, and
equipment purchases used to support the therapeutics
business and improvements made to facilities at the Celera
Genomics group.

Fiscal 2004 capital expenditures included: the Applied
Biosystems group’s facilities expansions in Pleasanton,
California and Bedford, Massachusetts, including production
equipment, testing and laboratory equipment for these
facilities; as well as enterprise system upgrades; and
equipment purchases used to support the therapeutics
business at the Celera Genomics group.




Management's Discussion and Analysis — (Com&inue‘d)

In fiscal 2006, 2005, and 2004, cash was generated from
the sales and maturities, net of purchases, of available-for-
sale investments. In March 2006, we acquired Ambion for
approximately $279 million as described in Note 3 to our
consolidated financial statements. In fiscal 2006, we sold a
vacant facility in Connecticut and our San Jose, California
facility and received net proceeds of approximately

$26 million. In fiscal 2006, the Celera Genomics group
received proceeds of $9.5 million primarily related to the
sale of non-strategic minority equity investments. In fiscal
2005, the Celera Genomics group received proceeds of
$42.4 million from the sale of its facilities in Rockville,
Maryland. Fiscal 2005 included the maturation of non-
callable U.S. government obligations, pledged as collateral
for the 8% senior secured convertible notes assumed in
connection with the acquisition of Axys. A portion of the
proceeds from the principal and interest received from these
U.S. government obligations was used to fund the interest
and principal payments under the notes. Fiscal 2005 also
included approximately $7 million in proceeds received from
MDS representing the first installment payment related to
the previcusly discussed sale of MALDI TOF assets, net of
expenses. In fiscal 2004, the Celera Genomics group sold its
investment in DP| and received net proceeds of
approximately $32 million.

Applera Corporation
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Financing activities

In fiscal 2005, we repaid the remaining principal amount of
the 8% senior selcured convertible notes assumed in
connection \‘with the Axys acquisition of approximately

$6 million. These notes matured in October 2004. During
fiscal 2004, jwe repurchased $10.0 million in principal
amount of these ‘notes. Fiscal 2006 included three dividend
payments ojn Apdlera-Applied Biosystems stock compared
to four payn"\ents‘\in fiscal 2005 and five payments in fiscal
2004 due to the t‘iming of the payment dates. We
repurchased the following shares of Applera—Applied
Biosystemsistockw for the fiscal years ended June 30:

|
| Number of Shares  Purchase

{Dollars and shajres in miltions) Repurchased Price
2006 ] 245 $601.9
2005 ; 03 6.1

2004 ‘ 154 3250

|
Contractual Obligations

Our significént cor‘wtractual obligations at June 30, 2006, and
the anticipated payments under these obligations were as

follows: |
i
% Payments by Period

i 2008 - 2010 -
(Dollar amounts in million§) Total 2007 2009 2011 Thereafter

Minimum operating lease

payments ‘7’ $140.2 $ 36.1 $51.9 $28.7 $23.5
Purchase obligations/ 1075 719 277 7.9
Other Iong-terfn Iiabi}ities 3.0 33 15 1.1 30.1

$283.7 $111.3 $81.1 $37.7 $53.6

(a)  Refer to Note 10 to our consolidated financial statements for further
information.}

(b} Purchase obligations are entered into with various vendors in the normal course
of business,;and include commitments related to capital expenditures, R&D
arrangemenfs and collaborations, license agreements, and other services.

{c)  We have extluded deferred revenuss as they have no impact on our future
liquidity. We; have aljso excluded deferred tax liabilities and obligations connected
with our pension and postretirement plans and other foreign employee-related
plans, as théy are nojt contractuglly fixed as to timing and amount. See Note 5
to our consolidated financial statements for more information on these plans.

)

Total ; |

For additional information regarding our financial obligations
and commitments, see Notes 9 and 10 to our consolidated

, . : |
financial statements.
i
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”Managemen‘t's Discussion and Analysis — (Continued)

Discussion of Segments’ Operations, Financial
Resources and Liguidity

Applied Biosystems Group

Results of Operations—

Applera Corporation

Revenues ~ overall summary

The following table sets forth the Applied Biosystems
group’s revenues by product categories for the fiscal years
ended June 30:

% Increase/

2006 Compared with 2005 {Dollar amounts in millions) 2006 2005 (Decrease)
% Increase/ DNA Sequencing $ 539.9 $ 5442 (1%}
(Dollar amounts in millions} 2006 2005  (Decrease) % of total revenues 29% 30%
Net revenues $1,911.2 $1,787.1 6.9% , ) .
Cost of sales 866.4 834.4 3.8% Real-Time PCR/Applied Genomics 600.4 514.5 17%
% of total revenues 31% 29%
Gross margin 1,044.8 852.7 9.7%
SG&A expenses 548.4 485.6 12.9% Mass Spectrometry 465.3 426.5 9%
R&D 180.3 192.1 (6.1%) % of total revenues 24% 24%
Amortization of purchased
intangible assets 4.8 1.3 269.2% Core PCR & DNA Synthesis 198.4 181.2 4%
Employee-related charges, asset % of total revenues 10% 11%
impairments and other 0.4 31.8 {98.7%])
Asset dispositions and legal Other Product Lines 107.2 110.7 (3%)
settlements 10.5 (38.2)  {127.5%) % of total revenues 6% 6%
Acquired research and
development 3.4 Total $1,911.2 $1,787.1 7%
Operating income 297.0 280.1 6.0% . . .
mE’erest igncome, het 147 13.9 5.8°/: Revenues for fiscal 2006 included & fgvorable impact of
Other income (expense), net 55 3.2 71.9% approximately 1% related to the Ambion acquisition. The
Incoms before income taxes 3172 2972 6.7% effect of foreign currency decreased net revenues in fiscal
Provision for income taxes 42.1 60.3 (30.2%) 2008 by approximately 1% as compared to fiscal 2008,
Net income S 2751 § 236.9 16.1% Applled'markets contributed across multiple product
categories.
Percentage of net revenues:
Gross margin 54.7% 53-3:/° e Revenues in the Real-Time PCR/Applied Genomics product
gggA expenses zg'zz//: %%‘; category increased primarily due to higher sales of
Operating income 15.5% 157% consumables products, in part due to the acquisition of
o Ambion. Sales of human identification products used in
Effective income tax rate 13% 20%

The following table summarizes the impact of the previously
described events impacting comparability included in the
financial results for fiscal 2006 and 2005:

{Dollar amounts in millions) 2006 2005
Income (charge) included in income before

income taxes $(143) $ 6.4
Benefit for income taxes (54.0)  (21.1)

Net income increased in fiscal 2006 primarily due to: higher
net revenues; lower R&D expenses; and the previously
described events impacting comparability, including

$50.2 million of net tax benefits. Partially offsetting this
increase were higher SG&A expenses. The net effect of
foreign currency on net income was a charge of
approximately $3 million in fiscal 2006 compared to the prior
fiscal year.

forensics, TagMan® Gene Expression Assays products
used in academic, clinical research and agricultural
bictechnology settings, and increased licensing and royalty
revenues contributed significantly to the product category
growth. Additionally, instrument revenues increased due
to higher sales of real-time PCR instruments.

e Mass Spectrometry revenue growth was led by sales of Q
TRAP® systems, MALDI TOF/TOF systems, and AP triple
guad systems and higher service and support revenues.

Revenue by sources

The following table sets forth the Applied Biosystems
group’s revenues by scurces for the fiscal years ended
June 30:

% Increase/

(Dollar amounts in millions) 2006 2005  (Decrease)
Instruments $ 8363 $ 8035 4.1%
Consumables 734.6 681.5 7.8%
Other sources 340.3 3021 12.6%
Total $1,911.2 $1,7871 6.9%
Instruments

For fiscal 2008, instrument revenues increased as compared
to fiscal 2005 due primarily to higher sales in both the Mass
Spectrometry and Real-Time PCR/Applied Genomics product
categories. Contributing to the increased sales in the Mass

Spectrometry category were the Q TRAP, MALD! TOF/TOF,
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and API triple quad systems, all of which benefited from
new product introductions in the second half of fiscal 2005.
The Real-Time PCR/Applied Genomics category increased as
a result of higher sales of Real-Time PCR instruments for
core research and applied markets applications, including
quality and safety testing.

Consumables

The increase in consumables sales in fiscal 2006 primarily
reflected the strength of Real-Time PCR/Applied Genomics
consumables sales. These sales increased primarily as a
result of the acquisition of Ambion, higher sales of human
identification products used in forensics, TagMan Gene
Expression Assays products, and chromatography media.

Other sources

Revenues from other sources, which included service and
support, royalties, licenses, and contract research, increased
for fiscal 2006 primarily due to higher licensing and royalty
revenues of approximately $26 million, driven primarily by
Real-Time PCR instrumentation license issuance fees,
expanded licensing initiatives, and higher service and
suppert revenues. Of the $26 miillion increase, approximately
$11 miilion related to one-time licensing fees. In the Real-
Time PCR/Applied Genomics category, revenues increased
in fiscal 2006 in part due to the issuance of Real-Time
instrument licenses in fiscal 2008. Service contract revenue
growth drove the increase in the Mass Spectrometry
category, partially offset by a $2.5 million non-recurring
licensing fee for mass spectrometry technology included in
revenues for fiscal 2005.

Revenues by geographic area

The following table sets forth the Applied Biosystems
group’s revenues by geographic area for the fiscal years
ended June 30:

% lncrease/

{Dollar amounts in millions) 2006 2005 (Decrease)
United States $ 8551 $ 781.4 9.4%
Europe 643.6 605.0 6.4%
Asia Pacific 339.7 3336 1.9%
Latin America and other markets 72.8 67.2 8.3%
Total $1,911.2 $1,787.1 6.9%

The effect of foreign currency decreased revenues by
approximately 3% in Europe and 3% in Asia Pacific during
fiscal year 2006 as compared to fiscal 2005. Excluding the
effects of foreign currency, revenues increased by
approximately 9% in Europe primarily as a result of sales of
MALDI TOF/TOF systems, TagMan Gene Expression Assays
products, Ambion-related products, API triple quad systems,
and human identification products used in forensics. In fiscal
2006, revenues in Japan declined approximately 4% as
compared to the prior year primarily due to unfavorable
currency effects of approximately 5%. Revenues in other
Asia Pacific countries increased by approximately 13% as
compared to the prior year primarily due to sales of Q TRAP
systems, low to medium throughput genetic analyzers, and

Applera Corporation
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human ideﬁtification products. Sales in the U.S. increased
primarily dde to tlhe sales of AP! triple quad systems,
Ambion-related products, TagMan Gene Expression Assays

L . .
products, and increased royalty and licensing revenues.

Gross mardin, as|a percentage of net revenues, increased
for fiscat 2Q06 over the prior fiscal year driven primarily by
Real-Time PCR instrumentation license issuance fees,
royalty payﬁnents‘, and decreased software amortization.
Additionally, gros‘s margin was favorably affected by
manufacturfng pr:oductivity improvements and a favorable
product mi>{ of relatively higher margin Real-Time PCR/
Applied Gerjomics products. Service margins also improved
for fiscal 2006 prilmarily driven by pricing on selected billable
parts and growth|in the volume of service contracts. Partially

offsetting these increases were higher royalty expenses.

SG&A expenses for fiscal 2006 increased compared to fiscal
2005 due prjimarilfy to higher employee-related costs and
sales force ‘gnvestlments of approximately $33 million; and
increased sﬁ)endir%g of approximately $21 million, which was
comprised df: coéts related to strategic investments in
China and other ir‘witiatives; the development of, and
enhancements to! the Applied Biosystems Portal; and
Ambion-relal‘ted e>‘(penses. This increase was partially offset
by the favor?ble effects of foreign currency and lower legal

expenses of approximately $10 million.

R&D expenées decreased in fiscal 2006 from fiscal 2005 as
a result of cbst savings realized from the integration in fiscal
2005 of the MALDI TOF product line into the Applied
Biosystems/MDS |Sciex Instruments joint venture, partially
offset by higher emplayee-related expenses, including those

associated with tHe acquisition of Ambion.

Interest income, net increased during fiscal 2006 compared
to the prior fiscal \‘/ear primarily due to higher average

interest rateé, parfially offset by lower average cash and
cash equivalents and short-term investments. The lower
cash and cash eqdiva!ents and short-term investments were
primarity the resul“c of share repurchase activity and the

acquisition of Ambion.

Other income (exp‘ense), net in fiscal 2006 included higher
benefits assc‘gciate? with our foreign currency risk
management program as compared to fiscal 2005.

The decrease in the effective tax rate for fiscal 2006
compared to| fiscal 2005 was primarily due to the previously
described evjents impacting comparability, including the
events described under tax items.

i
|
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Resuits of Continuing Operations—
2005 Compared with 2004

% Increase/

{Doilar amounts in millions) 2005 2004  (Dscrease)
Net revenues $1,787.1 $1,741.1 2.6%
Cost of sales 834.4 826.8 0.9%
Gross margin : 952.7 914.3 4.2%
SG&A expenses 485.6 465.2 4.4%
R&D 192.1 211.6 (9.2%)
Amortization of purchased

intangible assets 1.3 46 (71.7%)
Employee-related charges, asset

impairments and other 31.8 23.7 34.2%
Asset dispositions and legal

settlements (38.2 6.7}  470.1%
Operating income 280.1 215.9 29.7%
Gain on investments, net 112 (100.0%)
Interest income, net 13.8 12.0 15.8%
Other income (expense), net 32 06 433.3%
income befare income taxes 297.2 238.7 24.0%
Provision for income taxes 60.3 67.4 (10.5%)

Income from continuing cperations  $ 2369 $ 172.3 37.5%

Percentage of net revenues:

Gross margin 53.3% 52.5%

SG&A expenses 27.2% 26.7%
R&D 10.7% 12.2%
Operating income 15.7% 12.4%
Effective income tax rate 20% 28%

The following table summarizes the impact of the previousiy
described events impacting comparability included in the
financial results for fiscal 2005 and 2004:

{Dollar amounts in millions) 2005 2004

Income (charge) included in income before
income taxes $ 64 $(7.1)
Benefit for income taxes (21.1) (1.2)

Income from continuing operations increased in fiscal 2005
primarily due to improved gross margin, lower R&D
expenses and the previously described events impacting
comparability, partially offset by higher SG&A expenses. The
net effect of foreign currency on income from continuing
operations was a benefit of approximately $14 million in
fiscal 2005 compared to the prior fiscal year.

Appiera Corporation

Revenues - overall summary

The following table sets forth the Applied Biosystems
group's revenues by product categories for the fiscal years
ended June 30:

% Increase/

(Dollar amounts in millions) 2005 2004 {Decrease)
DNA Sequencing $ 5442 $ 5721 (5%)
% of total revenues 30% 33%
Real-Time PCR/Applied Genomics 514.5 430.2 20%
% of total revenues 29% 25%
Mass Spectrometry 426.5 4143 3%
% of total revenues 24% 24%
Core PCR & DNA Synthesis 191.2 203.4 (6%)
% of total revenues 1% 11%
Other Product Lines 110.7 1211 (9%)
% of total revenues 6% 7%
Total $1,7871 $1,7411 3%

The effect of foreign currency increased net revenues in
fiscal 2005 by approximately 2% as compared to fiscal
2004. As a result, net revenues, excluding the effects of
foreign currency, increased slightly compared with the prior
fiscal year. Applied markets contributed across multiple
categories.

e Revenues in the Real-Time PCR/Applied Genomics product
category increased primarily due to higher sales of
consumables products. Sales of biosecurity, human
identification, and TagMan Gene Expression Assays and
Low Density Arrays products contributed significantly to
the product category growth.

¢ Mass Spectrometry revenue growth was led by sales of
the API triple quad systems and higher sales of QTRAP
systems for both the proteomics and applied markets
customers.

DNA Sequencing revenue declined compared to the prior
fiscal year, primarily as a result of decreased sales of
3730x//3730 DNA Analyzers.

The decrease in revenues from Other Product Lines for
fiscal 2005 resuited primarily from lower software sales,
consulting and support revenues, and instrument sales
compared with the prior fiscal year.

Revenues in the Core PCR & DNA Synthesis product
category declined primarily due to decreased sales of
consumabiles, including decreased sales to some large
customers.
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Revenue by sources

The following table sets forth the Applied Biosystems
group’s revenues by sources for the fiscal years ended
June 30:

% Increase/

Appiera Corporation
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Revenues by geographic area

The foIIowfng tat?le sets forth the Applied Biosystems
group’s revenues by geographic area for the fiscal years

ended June 30:

% Increase/

{Dollar amounts in millions) 2005 2004  (Decrease) {Dollar amoumjs in millions) 2005 2004  (Decrease)
Instruments $ 8035 § 841.0 (4.5%) United States $ 7814 $ 809.2 {3.4%)
Consumables 681.5 609.2 11.9% Europe ; 605.0 537.8 12.5%
Cther sources 3021 290.9 3.9% Agia Pacific 3335 333.0 0.2%
. v O
Total $17871 $1.741.1 2 6% Latin Amerrcia and pther markets 67.2 61.1 10.0%
Total o $1,787.1 $1,741.1 26%
Instruments The effect of foreign currency increased revenues by

For fiscal 2005, instrument revenues decreased from the
prior fiscal year primarily due to reduced sales of the Applied
Biosystems 3730x//3730 DNA Analyzers and ABI PRISM®
3100 and 3100-Avant Genetic Analyzers in the DNA
Sequencing product category. This decrease was partially
offset by higher sales of the Applied Biosystems 3130 line
of Genetic Analyzers, also in the DNA Sequencing product
category, and higher sales in the Real-Time PCR/Applied
Genomics product category, resulting primarily from the
Applied Biosystems 7300 Real-Time and 7500 Real-Time
PCR Systems, partially offset by lower sales of the ABI
PRISM® 7000 System. In the Mass Spectrometry category,
sales of the API 5000™ LC/MS/MS System, which began to
sell commercially in the third quarter of fiscal 2005, and
higher sales of the 4000 Q Trap® LC/MS/MS System were
partially offset by reduced sales of the APl 4000™ LC/MS/
MS System.

Consumables

The increase in consumables sales in fiscal 20056 compared
to fiscal 2004 primarily reflected the strength of Real-Time
PCR/Applied Genomics consumables sales. This increase
resulted primarily from higher sales of biosecurity products,
which included assays for the U.S. Postal Service Biohazard
Detection System developed through a collaborative
agreement with Cepheid as subcontractor to Northrop
Grumman, human identification products used in forensics,
TagMan Gene Expression Assays and Low Density Arrays,
and other consumables products. This increase was partially
offset by lower sales of Core PCR & DNA Synthesis
consumables.

Other sources

Revenues from other sources, which included service and
support, royalties, licenses, and contract research, increased
for fiscal 2005 from fiscal 2004 primarily due to higher
service revenues, partially offset by lower consulting and
support and testing revenues. Included in revenues for fiscal
2005 was a $2.5 million non-recurring licensing fee for some
mass spectrometry technology.

approximately 4")0 in Europe and 2% in Asia Pacific during
fiscal 2005 ias co\‘mpared to fiscal 2004. Revenues increased
in Europe, primarjly as a result of continued strong sales of
the Applled Blosystems 3130 line of Genetic Analyzers and
the Apphed Blosystems 7300 and 7500 Real-Time PCR
Systems and xncreased sales of human identification
products. Durmg ‘ﬂsca\ 2005, revenues from Japan declined
approximately 4% compared to the prior fiscal year, net of a
positive impact from foreign currency of approximately 2%.
Factors contributing to this decline included the continued
shift of life ?scienc%e research funding to areas outside of
sequencingland qonstrained spending due to anticipated
lower growth in the fiscal 2006 government budget for life
science research. Sales in the U.S. were negatively affected
by reduced isales lof DNA analyzers to large U.S. genome

centers.

Gross margin, as|a percentage of net revenues, increased
for fiscal 20105 over the prior fiscal year primarily due to the
favorable effects ‘of foreign currency and a decrease in both
software amortization and warranty costs. Service margins
improved for fiscal 2006 primarily driven by growth in
volume of sjervice-} contracts, as well as improved pricing on
selective billable parts, labor, and service contracts. Strong
growth in s(:me hligher margin products within the sequence
detection systems, human identification, and assays product
lines helped§ minin‘wize the effect of the decline in DNA
Sequencingéinstruments.

|
|

SG&A expenses fPr fiscal 20056 increased compared 1o fiscal
2004 primarjly due to: higher employee-related and outside
consuitant costs c‘:f approximately $14 million; the
unfavorable ‘effect}s of foreign currency of approximately
$9 million; and increased spending of approximately
$6 million orj both the development of, and enhancements
to, the Applied Bigsystems Portal and the strategic business
review. In fiscal 2904, the Applied Biosystems group
engaged a cbnsul'qing firm to assist management in an in-
depth review of its entire product portfolio. The increase in
fiscal 2005 was pa‘rtially offset by lower legal expenses of
approximately $7 ‘mi!lion and lower insurance and pension
costs of approximately $8 million. A significant portion of the
Applied Biosystems group’s legal fees related to defending
the Applied Biosystems group’s intellectual property assets.
|
R&D expenses decreased in fiscal 2005 from fiscal 2004 as

a result of the pre\‘/iously announced realignment of the R&D
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product portfolio and the integration of the MALDI TOF
product line into the Applied Biosystems/MDS Sciex
Instruments joint venture.

Interest income, net increased during fiscal 2005 compared
to the prior fiscal year primarily due to higher average
interest rates and higher average cash and cash equivalents.

Other income (expense), net in fiscal 2005 included higher
benefits associated with our foreign currency risk
management program, partially offset by lower other non-
operating income in fiscal 2005 in comparison to the prior
fiscal year.

The decrease in the effective tax rate for fiscal 2005
compared to fiscal 2004 was primarily due to benefits
related to R&D tax credit carryforwards, expected results of
Canadian examinations, and settlement of some U.K. tax
matters in fiscal 2005.

Applied Biosystems Group

Discussion of Financial Resources and Liquidity

The Applied Biosystems group had cash and cash
equivalents and short-term investments of $373.9 million at
June 30, 20086, and $756.2 million at June 30, 2005. We
maintain a $200 million unsecured revolving credit
agreement with four banks that matures on April 15, 2010,
under which there were no borrowings outstanding at

June 30, 2006 or 2005. Cash provided by operating activities
has been the Applied Biosystems group’s primary source of
funds over the last three fiscal years.

We believe that existing funds, cash generated from
operations, and existing sources of debt financing are more
than adequate to satisfy the Applied Biosystems group’s
normal operating cash flow needs, planned capital
expenditures, acquisitions, dividends, and approved share
repurchases for the next twelve months and for the
foreseeable future.

In July 2005, we announced that our board of directors
authorized the repurchase of up to 10% of the outstanding
shares of Applera-Applied Biosystems stock. In addition, in
January 2006, we announced that our board of directors
authorized the repurchase of up to 5 million shares of
Applera-Applied Biosystems stock. We completed both of
these supplemental repurchase authorizations in fiscal 2006.
These authorizations supplement the board's existing
authorization to replenish shares of Applera-Applied
Biosystems stock issued under our employee stock benefit
plans. This authorization has no set dollar or time limits and
delegates 1o our management discretion to purchase shares
at times and prices it deems appropriate through open
market purchases, privately negotiated transactions, tender
offers, exchange offers, or otherwise.

We manage the investment of surplus cash and the
issuance and repayment of short and long-term debt for the
Applied Biosystems group and the Celera Genomics group
on a centralized basis and allocate activity within these
balances to the group that uses or generates such
resources.

Applera Corporation

{Dollar amounts in millions) 2006 2005
Cash and cash equivalents $373.9 $756.2
Working capital 4395 844.1

Cash and cash equivalents decreased from June 30, 2005,
as cash expenditures for the repurchase of Applera-Applied
Biosystems stock, the acquisition of Ambion, the purchase
of capital and other assets, and the payment of dividends
exceeded cash generated from operating activities, proceeds
from the sale of assets and stock issuances, and the

$30 million cash received for its interest in the Celera
Diagnostics joint venture.

Cash and cash equivalents increased in fiscal 2005 as cash
generated from operating activities, which included the
amount received from lllumina related 1o the previously
described patent infringement lawsuit, proceeds from the
sale of investments, net of purchases, and proceeds from
asset sales and stock issuances for employee stock plans
were only partially offset by expenditures for capital assets,
the payment of dividends, and the repurchase of Applera—-
Applied Biosystems stock. Also impacting the increase in
cash and cash equivalents was a $17.4 million payment
made in fiscal 2004 for a patent lawsuit related to a
discontinued product line. See Note 14 to our consolidated
financial statements for further information. Net cash flows
of continuing operations for the fiscal years ended June 30
were as follows:

{Dollar amounts in millions) 2006 2005 2004
Net cash from operating activities $375.3 $3343 $2893
Net cash from investing activities (295.1) (29.0 {72.3)
Net cash from financing activities (459.4) 3.2 (350.0)
Effect of exchange rate changes

on cash {3.0) (8.9) 12.9

Operating activities

Net cash from operating activities of continuing operations
for fiscal 2006 was $41.0 million higher than in fiscal 2005.
This increase resulted primarily from higher income-related
cash flows, including the $33 million Bio-Rad settlement,
partially offset by a higher use of cash primarily due to a
decrease in accounts payable and other liabilities. The
decrease in accounts payable and other liabilities was
primarily due to a voluntary contribution of approximately
$30 million to our gualified U.S. pension plan in fiscal 20086,
the payment of approximately $58 million related to the
previously discussed Amersham and Beckman Coulter legal
matters, partially offset by the timing of royalty payments, a
higher compensation-related accrual in fiscal 2006, and
lower income tax payments in fiscal 20086. In fiscal 2005, we
did not fund our U.S. qualified pension plan as no
contributions were required under ERISA regulations.
Partially offsetting this higher use of cash in fiscal 2006 was
a decrease in prepaid expenses and other assets due in part
to a decrease in a non-trade receivable related to its joint
venture activities. :

Net cash from operating activities of continuing operations
for fiscal 2005 was $45.0 million higher than in fiscal 2004.
This increase resulted primarily from: higher income-related
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cash flows; the timing of vendor payments; and the funding
of our qualified U.S. pension plan of approximately

$51 million in fiscal 2004. This increase was partially offset
by: a lower reduction in accounts receivable balance in fiscal
2005 due to the timing of collections; the timing of royalty
payments; an increase in a non-trade receivable related to
the Applied Biosystems group’s joint venture activities; the
timing of the receipt of dividends and distributions from
investments in unconsolidated subsidiaries; and higher
severance payments in fiscal 2005.

The Applied Biosystems group's days sales outstanding was
54 days at June 30, 2006, compared to 56 days at June 30,
2005 and 61 days at June 30, 2004. The decrease resulted
primarily from continued strong collections activity, primarily
in the U.S. and Europe, combined with lower sales in Japan,
which has a longer collection cycle relative to total sales.
Inventory on hand was 2.4 months at June 30, 2006 and
2005, and 2.8 months at June 30, 2004.

Investing activities

Capital expenditures, net of disposals, were $41.5 million in
fiscal 2006, $84.6 million in fiscal 2005, and $60.4 million in
fiscal 2004. Fiscal 2006 included expenditures for the
development of, and enhancements to, the Applied
Biosystems Portal of approximately $8 million. Additionally
fiscal 2006 capital expenditures included purchases of
production equipment, testing and laboratory equipment,
computer eguipment, and computer software and licenses.
In fiscal 2005, the Applied Biosystems group spent

$42 million to purchase several buildings at its Foster City,
California location. Additionally, fiscal 2005 capital
expenditures included purchases of production equipment,
testing and laboratory equipment for its facilities, as well as
computer equipment. Fiscal 2004 capital expenditures
included approximately $12 million for the expansion of
facilities, primarily in Pleasanton, California and Bedford,
Massachusetts, as well as purchases of production
equipment, testing and laboratory equipment for these
facilities, and $13 million for enterprise system upgrades.

In fiscal 2005, cash was generated from the sales and
maturities, net of purchases, of available-for-sale
investments. In fiscal 2004, purchases exceeded the
proceeds received from the sales and maturities of available-
for-sale investments. In March 2006, we acquired Ambion
for approximately $279 million as described in Note 3 to our
consolidated financial statements. In fiscal 2006, we sold a
vacant facility in Connecticut and our San Jose, California
facility and received net proceeds of approximately

$26 million. Fiscal 2005 proceeds from the sale of assets
included approximately $7 million received from MDS,
representing the first installment payment related to the
previously discussed sale of MALDI TOF assets, net of
expenses.

Financing activities

Fiscal 2006 included three dividend payments on Applera-
Applied Biosystems stock compared to four payments in
fiscal 2005 and five payments in fiscal 2004 due to the

|
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timing of the payment dates. We repurchased the following
shares of Appleré—AppIied Biosystems stock for the fiscal
years ended June 30:

|

; Number of Shares  Purchase
{Dollars and shares in| millions) Repurchased Price
2006 i 245 $601.9
2005 ! 0.3 6.1
2004 : 15.4 325.0

In fiscal 20?06/ the Applied Biosystems group received
$30 millionffrom the Celera Genomics group as partial
consideration forits interest in the Celera Diagnostics joint
venture.

Celera Genomics Group

Results 6f QOperations—
2006 Compared with 2005
|

| % Increase/
(Dollar amounts in millions) 2006 2005

(Decrease)

Net revenues $ 462 § 665 {30.5%)
Cost of sales 19.7 19.9 {1.0%)
R&D 94.3 141.4 {33.3%)
SG&A expenses 36.1 39.8 {9.3%)
Amortization: of pur‘chased

intangible iassets 1.1 2.9 {62.1%)
Employee-refated charges, asset

impairments anq other 26.2 2.6 907.7%
Asset disposiitions and legal

settlements 0.7
Operating loss (131.9)  (140.1) {5.9%)
Gain on inve‘\stments, net 7.6
Interest income, net 22.4 14.9 50.3%
Other income (expense), net (0.2) 1.3 (115.4%)
Loss before income taxes {102.1)  (123.9) (17.6%)
Benefit for income taxes 394 46.8 (15.8%)
Net loss i $ (62.7) % (77.1) {18.7%)
Effective income tax benefit rate 39% 38%
The following table summarizes the impact of the previously

described §vents}impacting comparability included in the
financial results for fiscal 2006 and 20065:

|

(Dollar amounté in milli‘ons) 2006 2005
Charge included in l;oss before income taxes $(10.6) ${4.3)
Benefit for in“come taxes 3.7y {37

Effective Jaﬁnuary’ 1, 20086, the Celera Genomics group

acquired the Appl‘ied Biosystems group’'s 50 percent interest
in the Celera Diagnostics joint venture such that it now

owns 100 Qercen“'c of Celera Diagnostics. Prior to that date,

the Celera Genorr‘wics group accounted for its interest in the
Celera Diagnostics joint venture under the equity method of

accounting and in~cluded 100 percent of the losses of Celera
Diagnosticsiin its |statement of operations as “Loss from

joint venture”. AdFitionally, the Celera Genomics group
recorded 1d0 percent of net losses at Celera Diagnostics.
The Celera ;Genor:nics group'’s historical results have been
restated forjcomparative purposes to reflect this transaction.
However, the acq‘uisition did not affect the Celera Genomics

group’s netiloss for the periods presented.

|
|
|
i
|
|
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The lower net loss in fiscal 2006 compared to fiscal 2005
primarily resulted from lower R&D expenses and higher
interest income, partially offset by lower net revenues and
the previously described events impacting comparability.

Reported revenues for the Celera Genomics group are
comprised of product sales, equalization payments, license
and collaborative revenue, and the sales of the small
molecule programs. Under an alliance agreement with
Abbott, we work with each other exclusively through
primarily a profit sharing arrangement in specifically agreed
areas of molecular diagnostics, but both companies may
work independently outside the exclusive areas. At the end
of each reporting period, the two companies compare a
statement of revenues and expenses for alliance activity
recorded by each party. A caiculation is made to determine
the amount that needs to be paid to evenly split both the
revenue and expenses. This payment is referred to as the
equalization payment and is recorded as revenue by the
Celera Genomics group. Product sales consist primarily of
shipments to our partner, Abbott, at cost. In the future,
product sales that are outside the alliance with Abbott will
also be reported in this category.

Reported revenues decreased for fiscal 2006 compared to
the prior year primarily as a result of the discontinuation of
the Online/Information Business, which lowered revenues
by approximately $23 million in fiscal 2006, and the
operations of Paracel, partially offset by revenues from the
sales of the small molecule programs. Substantially all of the
existing customer contracts related to the Online/
Information Business terminated on or prior to June 30,
2005. For fiscal 2006, diagnostic-related revenues were
approximately $2 million lower compared with fiscal 2005,
primarily as a result of lower licensing and collaborative
revenues and decreased equalization revenues from Abbott,
partially offset by higher product sales to Abbott.

The reduction in gross margin in fiscal 2006 was primarily
attributable to the discontinuation of the Onling/information
Business. Cost of sales in fiscal 2005 included a $1.7 million
charge related to the impairment of Paracel inventory.

R&D expenses decreased in fiscal 2006 compared to the
prior year primarily due to the decision to exit small
molecule drug discovery and development, the
discontinuation of the Online/Information Business, and the
reimbursement by the Applied Biosystems group of some
expenses incurred by the Celera Genomics group for
research performed to assist the Applied Biosystems group
in product development activities.

SG&A expenses decreased in fiscal 2006 compared to fiscal
2005 primarily due to the discontinuation of the Online/
Information Business, partially offset by higher professional
services.

Interest income, net increased during fiscal 2006 as
compared to the prior year primarily due to higher average
interest rates, partially offset by lower average cash and
cash equivalents and short-term investments.

Applera Corporation

Other income, net for fiscal 2005 inciuded a non-recurring
receipt of $1.0 million related to a financing activity for a
non-strategic investment and the write-down of an
investment acquired as part of the Axys acquisition.

The increase in the effective income tax benefit rate for
fiscal 2006 compared to fiscal 2005 was primarily
attributable to the impact of R&D credits on the lower
losses in fiscal 2006. While the dollar amount of the R&D
credits in fiscal 2006 is not substantiaily different than the
prior year, they have a greater impact on the effective
income tax benefit rate. The impact of the R&D credit is
partially offset by the previously described events impacting
comparability.

Supplemental information

The following supplemental information is provided for the
fiscal years ended June 30:

{Dollar amounts in millions) 2006 2005
Equalization revenue, net $17.8 $19.1
End-user alliance revenues for all products sold

primarily through Abbott 79.5 61.7
The Celera Genomics group’s 50% pre-tax loss

from alliance activities (24.1) {35.9)

End-user alliance revenues for all products sold primarily
through Abbott increased for fiscal 2006 compared to fiscal
2005 primarily due to increased sales of Hepatitis C Virus
("HCV") and Human Immunodeficiency Virus ("HIV*)
RealTime™ viral load assays used on the m2000™ system
and third party high resolution human leukocyte antigen
(“HLA") products. HLA-typing products detect specific DNA
sequences in several HLA genes. These end-user revenues
were partially offset by lower sales of the low resolution
HLA product line that was removed from the alliance in
December 2005.

In fiscal 20086, the Celera Genomics group’s 50 percent
portion of the pre-tax loss of the alliance decreased
compared to the prior year primarily as a result of a
decrease in R&D spending and higher aliiance end-user
product revenues. Gross margin as a percentage of end-user
revenues in fiscal 2006 declined modestly from the prior
year primarily due to activities associated with the launch of
the m2000 system in fiscal 2008.
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Results of Operations—
2005 Compared with 2004

% Increase/

{Dollar amounts in millions) 2005 2004 {Decrease)
Net revenues $ 665 §$ 968 (31.3%)
Cost of sales 19.9 31.0 (35.8%)
R&D 141.4 145.2 {2.6%)
SG&A expenses 39.8 471 {15.5%})
Amortization of purchased

intangible assets 29 2.9
Employee-related charges, asset

impairments and other 2.6 18.1, {85.6%)
Operating loss (140.1)  (147.5) {5.0%)
Gain on investments, net 24.3 {100.0%)
Interest income, net 14.9 10.8 38.0%
Other income {expense), net 1.3 1.9 (31.6%)
Loss before income taxes (123.9) (110.5) 121%
Benefit for income taxes 46.8 53.0 {11.7%)
Net loss $ (77.1) $ (67.5) 34.1%
Effective income tax benefit rate 38% 48%

The following table summarizes the impact of the previously
described events impacting comparability included in the
financial results for fiscal 2005 and 2004;

{Dollar amounts in millions) 2008 2004

Income (charge) included in loss before
income taxes $4.3) %67
Provision (benefit) for income taxes (3.7) 2.4

The higher net loss in fiscal 2005 compared to fiscal 2004
primarily resulted from lower net revenues, the decrease in
the effective tax benefit rate, and the impact of previously
described events impacting comparability, partially offset by
lower SG&A expenses and higher net interest income in
fiscal 2005.

Revenues decreased for fiscal 2005 compared to fiscal 2004
primarily as a result of the expiration of Online/Information
Business customer agreements, the discontinuation of most
of the operations of Paracel during the first quarter of fiscal
2005, lower equalization payments and reduced revenue
related to shipments to Abbott. This decrease was partially
offset by an increase in technology-related revenue,
including license fees and royalties from Cepheid
Corporation and recognition of milestone payments from
Merck & Co. Inc., associated with its target and marker
collaboration related to Alzheimer’'s disease. Substantially all
of the existing customer contracts related to the Online/
Information Business terminated on or prior to June 30,
2005.

Cost of sales in fiscal 2005 included $1.7 million related to
the impairment of Paracel inventory.

R&D expenses decreased in fiscal 2005 compared to fiscal
2004 primarily due to lower Online/information Business
R&D expenses, decreased spending for development of an
instrument platform for the alliance with Abbott, and the
discontinuation of most of the operations of Paracel. R&D
expenses included $1.8 million for fiscal 2005 and

$4.9 million for fiscal 2004 of lease payments on
instruments and purchases of consumables from the

Applera Corporation
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Applied Bidsysteﬂs group. Partially offsetting the decrease
in fiscal 2005 we‘re increased expenditures to support
preclinical development activities and the hiring of additional
therapeutici R&D |personnel. R&D expenses for fiscal 2005
included $0.7 million of expense related to the acceleration
of the vesting of |substantially all of the unvested stock
options relating to Applera-Celera stock. R&D expenses for
fiscal 2004 ;incluc‘ed a $1.8 million write-off of building
improvemnents related to a reconfiguration of space in the
Rockville, Maryla nd facility.
SG&A expenses decreased in fiscal 2005 compared to the
prior fiscal year p‘rimarlly due to the discontinuation of most
of the operations|of Paracel and lower Online/Information
Business e*penses resulting from lower employee-related

costs and bad de‘bt expense, partially offset by higher legal

expenses. Flscal 2004 included a $1.6 million charge related
to a facility lease|agreement.

Interest income, net increased during fiscal 2005 compared
to fiscal 20@4 primarily due to higher average interest rates,
partially offset by|lower average cash and cash equivalents
and short-term investments.

The decrease in other income, net for fiscal 2005 compared
to fiscal 2004 primarily resulted from higher non-recurring
cash receipls in fiscal 2004 and the write-down in fiscal
2005 of an lnvestment acquired as part of the Axys
acquisition, jpartia ly offset by losses recorded from equity
method investments in fiscal 2004.

The decrease in the effective income tax benefit rate for
fiscal 2005 compared to the prior fiscal year was primarily
attributable to a reduction of the valuation aflowance in fiscal
2004, partiaily offset by higher R&D tax credits in fiscal 2005.

Supplemental information

The followmg supplemental information is provided for the
fiscal years ended June 30:

(Dollar amounts in millions) : 2005 2004
Equalization revenue, net $19.1 $23.3
End-user alliance revenues for all products sold )
primarily through |Abbott 61.7 45.9
The Celera Genomics group's 50% pre-tax loss
from alliance activities (35.9)  (44.8)

End-user alliance ‘revenues for all products sold primarily
| N .
through Abbott increased for fiscal 2005 compared to fiscal

2004 prlmarlly due 10 increased sales of HCV genotyping
and viral load ASRS products for HLA typing, and the
ViroSeg™ HIV-1 Genotyplng System. HLA-typing products
detect speclflc Dl\‘lA sequences in several HLA genes. The

ViroSeq system includes reagents for identifying key

mutations of the l‘-llV-l genome.

|

l
In fiscal 2005, the Celera Genomics group’s 50 percent

portion of thje pre-‘tax loss of the alliance decreased
compared td the Qrior year primarily as a result of increased
gross margm resulting from the higher end-user revenues
coupled WIth reduced R&D spending. Gross margin as a
percentage ef end user revenues in fiscal 2006 was
relatively unehanged from the prior year.

l
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Celera Genomics Group
Discussion of Financial Resources and Liquidity

The Ceiera Genomics group had cash and cash equivalents
and short-term investments of $569.5 miliion at June 30,
2006, and $668.3 million at June 30, 2005. We maintain a
$200 million unsecured revolving credit agreement with four
banks that matures on April 15, 2010, under which there
were no borrowings outstanding at June 30, 2006 or 2005.

We believe that existing funds and existing sources of debt
financing are more than adequate to satisfy the Celera
Genomics group's normal operating cash flow needs and
planned capital expenditures for the next twelve months and
for the foreseeable future, including those of Celera
Diagnostics following the acquisition by the Celera
Genomics group of the Applied Biosystems group’s 50
percent interest in Celera Diagnostics.

Our board of directors has authorized the repurchase of
shares of Applera-Celera stock from time to time to
replenish shares issued under our employee stock benefit
plans. This authorization has no set dollar or time limits and
delegates to our management discretion to purchase shares
at times and prices it deems appropriate through open
market purchases, privately negotiated transactions, tender
offers, exchange offers, or otherwise.

We manage the investment of surplus cash and the
issuance and repayment of short and long-term debt for the
Celera Genomics group and the Applied Biosystems group
on a centralized basis and allocate activity within these
balances to the group that uses or generates such
resources.

{Dollar amounts in millions) 2006 2005
Cash and cash equivalents $ 60.3 $ 232
Short-term investments 509.2 645.1
Total cash and cash equivalents and

short-term investments $569.5 $668.3
Working capital 578.9 650.4

Cash and cash eguivalents for fiscal 2006 increased as the
proceeds received from the sales and maturities of available-
for-sale investments, net of purchases, the sale of assets,
and stock issuances exceeded the amount expended on
operations, the $30 million payment by the Celera Genomics
group to the Applied Biosystems group as partial
consideration for its interest in the Celera Diagnostics joint
venture, and the purchase of capital assets.

Cash and cash equivalents for fiscal 2005 decreased as
expenditures for operations, capital assets, and debt
repayment were only partially offset by proceeds from the
sales and maturities of short-term investments, net of
purchases, sale of assets and proceeds from stock
issuances.

Applera Corporation

Net cash flows for the fiscal years ended June 30 were as
follows:

{Dollar amounts in millions) 2006 2005 2004
Net cash from operating activities $(100.2) $(117.2) $(94.8)
Net cash from investing activities 139.4 80.6 93.5
Net cash from financing activities (2.1) 8.3 0.3

Operating activities

Net cash used by operating activities for fiscal 2006 was
$17.0 million lower than in fiscal 2005. The lower use of
cash resulted primarily from lower net cash operating losses
and lower working capital requirements in fiscal 2008. In
fiscal 2006 compared to fiscal 2005, working capital
benefited primarily from a lower decrease in accounts
payable and other liabilities, partially offset by an increase in
accounts receivable. The lower decrease in accounts
payable and other liabilities resulted in part due to the
discontinuation of the Online/Information Business. Partially
offsetting this lower decrease were lower liabilities as a
result of the decision to exit small molecule drug discovery
and development and higher severance and other
restructuring-related payments. The increase in accounts
receivable resulted in part due to the sale of the small
molecule programs and higher receivables associated with
the diagnostics business.

Net cash used by operating activities for fiscal 2005 was
$22.4 million higher than in fiscal 2004 primarily from higher
net cash operating losses and lower cash receipts due to
the expiration of Online/Information Business customer
agreements.

Investing activities

Capital expenditures, net of disposals, were $4.8 million in
fiscal 2006, $3.9 million in fiscal 2005, and $8.3 million in
fiscal 2004. Fiscal 2006 capital expenditures consisted of
leasehold improvements and equipment purchases, the
majority of which related to the diagnostics business. Fiscal
2005 and 2004 capital expenditures consisted primarily of
equipment purchases to support the smail molecule drug
discovery, diagnostics and proteomics businesses. Fiscal
2005 also included improvements made primarily to its
therapeutics facilities.

In fiscal 2006, 2005, and 2004, cash was generated from
the sales and maturities of available-for-sale investments,
net of purchases of available-for-sale investments. Fiscal
2005 included the maturation of non-callable U.S.
government obligations, pledged as collateral for the 8%
senior secured convertible notes assumed in connection
with the acquisition of Axys. A portion of the proceeds from
the principal and interest received from these U.S.
government obligations was used to fund the interest and
principal payments under the notes. [n fiscal 2006, the
Celera Genomics group received proceeds of $3.5 million
primarily related to the sale of non-strategic minority equity
investments. In fiscal 2005, the Celera Genomics group
received proceeds of $42.4 million from the sale of its
facilities in Rockville, Maryland. In fiscal 2004, the Celera
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.Genomics group sold its investment in DPI and received net
proceeds of approximately $32 million.

Financing activities

In fiscal 2005, we repaid the remaining $6 million principal
amount of the 8% senior secured convertible notes
assumed in connection with the acquisition of Axys. These
notes matured in October 2004. In fiscal 2004, we
repurchased $10.0 million in principal amount of these
notes. In fiscal 2006, we received proceeds of $23.5 million
from the exercise of stock options, the majority of which
were held by The Institute for Genomic Research (“TIGR").
TIGR received these options in fiscal 1999 in connection
with the formation of the Celera Genomics group. Also in
fiscal 2006, we paid $30 million to the Applied Biosystems
group as partial consideration for its interest in the Celera
Diagnostics joint venture.

Market Risks

We are exposed to potential loss from exposure to market
risks represented principally by changes in currency rates,
interest rates, and equity prices.

We operate internationally, with manufacturing and
distribution facilities in various countries throughout the
world. For fiscal 2006, 2005, and 2004, we derived
approximately 50% to 55% of our revenues from countries
outside of the U.S., while a significant portion of the related
costs were based in U.S. dollars. We anticipate that our
future results will continue to be affected by market risks,
including changes in political and economic conditions in
foreign markets and fluctuations in currency rates, primarily
the euro, Japanese yen, and British pound.

Our foreign currency risk management strategy uses
derivative instruments to hedge various foreign currency
forecasted revenues and intercompany transactions and to
offset the impact of changes in currency rates on various
foreign currency-denominated assets and liabilities. The
principal objective of this strategy is to minimize the risks
and/or costs associated with our global financing and
operating activities. We use forward, option, and range
forward contracts to manage our foreign currency
exposures. Forward contracts commit us to buy or sell a
currency at a contracted rate on a specific future date.
Option contracts grant us the right, but not the obligation, to
buy or sell a currency at a certain rate by or on a specific
future date in exchange for a fee. Option contracts provide
us with an effective hedge against a negative movement in
currency rates at a fixed cost. Range forward contracts
consist of the simultaneous purchase and sale of options to
create a range within which we can benefit from changes in
currency rates. We generally use forward contracts to offset
the impact of changes in currency rates on various foreign
currency-denominated assets and liabilities. In hedging
various foreign currency forecasted revenues and
intercompany transactions where we have functional
currency exposure, we use a combination of forward, option
and range forward contracts in a cost beneficial manner. We
do not use derivative financial instruments for trading or
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speculatlve‘ purposes, nor are we a party to leveraged
derivatives.i
|

We perforrhed a |sensitivity analysis as of June 30, 2006.
Assuming a hypcthetlcal 10% adverse change in currency
rates relauve 10 t‘he U.S. dollar, we calculated a hypothetical
after-tax Ioss of $12 3 million, as compared to a hypothetical
after-tax loss of %13 .8 million at June 30, 2005. Our analysis
included the change in the value of the derivative financial
instruments, along with the impact of translation on foreign
currency-de‘lnominated assets and liabilities. Our analysis
excluded the impact of translation of foreign currency
forecasted ‘revem‘les and intercompany transactions. If
currency rates ac‘tually change in a manner similar to the
assumed change\in the foregoing calculation, the
hypothencal calculated loss would be more than offset by
the recognition of higher U.S. dollar equivalent foreign
revenues. Actual gains and losses in the future could,
however, differ materially from this analysis, based on
changes in :the timing and amount of currency rate
movements and actual exposures and hedges.

We do not hedge‘ our equity positions in other companies or

our short-term in\‘/estments. Our exposure on these
lnstruments is lim‘ited to changes in quoted market prices.
The fair value of ?ur minority equity positions in other
companies \:/vas approximately $16 million at June 30, 20086,

as compared to $11 million at June 30, 20085,

Impact oﬁ Inflation and Changing Prices

Inflation and changing prices are continually monitored. We
attempt to minimize the impact of inflation by improving
productivityjand e}fficiency through continual review of both
manufacturing capacity and operating expense levels. When
operating cclsts a+d manufacturing costs increase, we
attempt to recover such costs by increasing, over time, the
selling price; of ou‘r products and services. We believe the
effects of inflation have been appropriately managed and
therefore have not had a material impact on our historic
consolidated operations and resulting financial position.

Recently lssued Accounting Standards

See Note 1 10 our consolidated financial statements for a
description of the|effect of recently issued accounting
pronouncemients.

Qutiook !
Applied B/osjystems Group

The outiook jbelon for the Applied Biosystems group
contains non-GAAP financial measures, both historical and
forward—lookﬁing, arlwd including earnings per share and
operating margin a‘djusted to exclude some costs, expenses,
gains and Io$ses and other specified items. These measures
are not in accordance with, or an alternative for, generally
accepted ac":ounthg principles, or GAAP, and may be
different from nonrGAAP financial measures used by other
companies. Among the items included in GAAP earnings but

excluded forfpurpéses of determining adjusted earnings or
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W"Management’s Discussion and Analysis — (Continued)

other non-GAAP financial measures that we present are:
gains or fosses from sales of operating assets and
investments; restructuring charges, including severance
charges; charges and recoveries relating to significant legal
proceedings; asset impairment charges; and amortization of
acquired intangibles. In addition, for non-GAAP financial
measures, we have also excluded the allocation of
interperiod taxes and intercompany sales. We believe the
presentation of non-GAAP financial measures provides
useful information to management and investors regarding
various financial and business trends relating to our financial
condition and results of operations, and that when GAAP
financial measures are viewed in conjunction with non-GAAP
financial measures, investors are provided with a more
meaningful understanding of our ongoing operating
performance. In addition, these non-GAAP financial
measures are among the primary indicators we use as a
basis for evaluating performance, allocating resources,
setting incentive compensation targets, and planning and
forecasting future periods. Non-GAAP financial measures are
not intended to be considered in isolation or as a substitute
for GAAP financial measures. To the extent this report
contains historical non-GAAP financial measures, we have
also provided corresponding GAAP financial measures for
comparative purposes. However, in the case of forward-
looking non-GAAP financial measures, we have not provided
corresponding forward-looking GAAP financial measures
because these measures are not accessible to us. We
cannot predict the occurrence, timing, or amount of all non-
GAAP items that we exclude from our non-GAAP financial
measures but which could potentially be significant to the
calculation of our GAAP financial measures for future fiscal
periods.

The Applied Biosystems group believes that its fiscal 2007
outlook and financial performance will be affected by,
among other things: the introduction and adoption of new
products; the level of commercial investments in life science
R&D; the level of government funding for life science
research; the outcome of pending litigation matters;
competitive product introductions and pricing; and the
continued integration of Ambion-related products.

Subject to the inherent uncertainty associated with these
factors, the Applied Biosystems group has the following
expectations regarding its financial performance for fiscat
2007:

s The Applied Biosystems group expects mid to high single
digit revenue growth for fiscal 2007. This outlook includes
the full fiscal year impact from the March 2006 acquisition
of Ambion and the impact of currency. Revenues are
expected to increase for both instruments and
consumables. The Applied Biosystems group anticipates
revenue growth in the Real-Time PCR/Applied Genomics
and Mass Spectrometry product categories and revenue
declines in the Core PCR & DNA Synthesis and Other
Product Lines categories. Revenues in the DNA
Sequencing product category are expected to
approximately equal those in fiscal 2006. Quarterly year-
over-year revenue changes may be different from our

Applera Corporation

annual expectations due to a variety of factors, including
the timing of customer orders and disbursements of
government funding.

The Applied Biosystems group anticipates gross margin to
equal or slightly exceed the fiscal 2006 gross margin of
54.7%. Operating expenses as a percentage of total
revenues in fiscal 2007 are expected to be approximately
equal to those in the prior year. SG&A as a percentage of
total revenues is expected to be approximately equal to or
tess than the prior year level of 28.7%. R&D as a
percentage of total revenues, and including the impact of
Agencourt, is expected to be equal to or slightly above the
prior year level of 9.4%. The Applied Biosystems group
expects operating margin in fiscal 2007 to increase
modestly from the fiscal 2006 level of 16.5%, excluding
non-GAAP items in both fiscal years as described above.

The Applied Biosystems group expects the effective tax
rate to be approximately 31%, compared to 29% in fiscal
2006. Factors contributing to the anticipated increase in
the effective tax rate include the phase out of export
benefits, lower R&D credits, and lower overseas
dividends, excluding non-GAAP items in both fiscal years
as described above.

The Applied Biosystems group expects earnings per share
10 increase at a rate slightly below the annual revenue
growth rate. This outlook excludes the non-GAAP fiscal
2006 items mentioned above. Excluding the impact of the
Agencourt acquisition, the incremental impact of stock
based comipensation, and the increase in the effective tax
rate, the Applied Biosystems group believes that earnings
per share would increase at a low double digit rate over
the fiscal 2006 level. The total impact of these three items
on fiscal 2007 EPS is expected to be approximately $0.12.

o Capital spending is expected be in the range of $65 to
$75 million.

The Applied Biosystems group anticipates that year-over-
year revenue growth rates will be higher in the first three
quarters of the fiscal year than in the fourth quarter primarily
due to the acquisition of Ambion in March 2006.
Additionally, due to the Ambion and Agencourt acquisitions,
the Applied Biosystems group anticipates higher incremental
operating expenses as a percentage of total first quarter
fiscal 2007 revenues compared to the prior year pericd. As a
result, the Applied Biosystems group expects a mid single
digit year-over-year growth rate in non-GAAP EPS for the
first quarter of fiscal 2007, excluding the fiscal 2006 non-
GAAP items mentioned above. The Applied Biosystems
group also expects that the third quarter year-over-year non-
GAAP EPS growth rate will be negatively impacted due to
income from licensing fees and royalties associated with a
litigation settlement in the third quarter of fiscal 2006.

The Applied Biosystems group anticipates non-GAAP
adjustments in fiscal 2007 related to the amortization of
acquired intangibles and also anticipates potential in process
R&D charges from the Agencourt acquisition that have not
vet been guantified.




Management's Discussion and Analysis — (Contfnuéd)

The total pre-tax impact of FAS 123R (accounting for share-
based compensation) in fiscal 2007 is expected to be
approximately $14 million, with an EPS impact of
approximately $0.05.

Other risks and uncertainties that may affect the Applied

Biosystems group’s financial performance are detailed in

ltem 5 “Forward-Looking Statements and Risk Factors” in
Part Il of our Form 10-K Annual Report for fiscal 2006.

Celera Genomics Group

The Celera Genomics group anticipates that its fiscal 2007
financial performance will be affected by continued growth
in demand for current and new diagnostic products and
potential revenue from technology licenses and
collaborations. Subject to the inherent uncertainty associated
with these factors, the Celera Genomics group has the
following expectations regarding its financial performance for
fiscal 2007:

o Total reported revenues are anticipated to be $40 to
$45 million, including revenues from licensing and
collaborations, which are anticipated to be $8 to
$12 mitlion.

R&D expenses are anticipated to be $55 to $65 million,
and SG&A expenses are anticipated to be $30 to
$35 million.

Net loss from operations is anticipated to be $28 to
$35 million.

The Celera Genomics group expects to consume
approximately $45 to $55 million in cash and short-term
investments to fund operations, anticipated growth in
placements of the m2000 system, and cash costs related
to the fiscal 2006 restructuring. This does not include any
proceeds that might be received from the sale of the
Celera Genomics group’s small molecule facilities in South
San Francisco, CA.

o Total end-user revenues recognized through the Celera
Genomics group's alliance with Abbott and total revenue
from unpartnered new genetic tests are anticipated to be
$105 to $115 million.

e Capital spending in fiscal 2007 is anticipated to be $2 to
$4 million. .

Other risks and uncertainties that may affect the Celera
Genomics group’s financial performance are detailed in Item
5 “Forward-Looking Statements and Risk Factors” in Part I
of our Form 10-K Annual Report for fiscal 2006.

Forward-Locking Statements

Some statements contained in this report, including the
Outlook section, are forward-looking and are subject to a
variety of risks and uncertainties, Similarly, the press
releases we issue and other public statements we make
from time to time may contain language that is forward-
looking. These forward-looking statements may be identified
by the use of forward-looking words or phrases such as

Applera Corporation
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"forecast,”i”believe,“ “expect,” "intend,” “anticipate,”
“should,” “plan,”|“estimate,” and “potential,” among others.
The forvvar‘d-look{ng statements contained in this report are

based on our current expectations and those made at other

times will be bas}ed on our expectations when the
statements, are made. We cannot guarantee that any

forward-looking statements will be realized.

The Private% Secu‘rities Litigation Reform Act of 1995
provides a {safe harbor” for forward-looking statements. In
order to comply \INiIh the terms of the safe harbor, we note
that a variet‘y of ﬂactors could cause actual results and
experience to differ materially from anticipated results or
other expec‘;tation‘s expressed in forward-looking statements.
We also no;e tha} achievement of anticipated results or
expectations in forward-locking statements is subject to the
possibility that as}sumptions underlying forward-lobking
statements |will p‘rove to be inaccurate. Investors should
bear this in!mind ‘as they consider forward-looking
statements. The risks and uncertainties that may affect the
operations, “perfor‘mance, development, and results of our
business in¢|ude, but are not limited to, those described
under the headings "Factors Relating to Applied
Biosystems;’ and ‘"Factors Relating to Celera Genomics”
contained iq our F‘orm 10-K Annual Report for fiscal 20086.
Also, we note that owners of Applera-Applied Biosystems
stock and A‘pplera‘-CeIera stock are subject to risks arising
from their oWners‘,hip of common stock of a corporation with
two separate classes of common stock. The risks and
uncertainties that|arise from our capital structure, particularty
our two separate classes of common stock, include, but are
not limited fo, tho@e described under the heading "Risks
Relating to a Capi‘tal Structure with Two Separate Classes of
Common Stbck" éontained in our Form 10-K Annual Report

for fiscal 2006.
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“ Consolidated Statements of Operations

{Doflar amounts in thousands except per share amounts)

Applera Corporation

For the years ended June 30, 2006 2005 2004
Products $1,576,870 $1,490,361 $1,455,959
Services 218,278 205,514 182,440
Other 154,242 149,265 186,794
Total Net Revenues 1,949,390 1,845,140 1,825,193
Products 769,416 734,001 725,698
Services 96,346 95,911 91,916
Other 15,476 18,747 32,365
Total Cost of Sales 881,238 848,659 849,979
Gross Margin 1,068,152 996,481 975,214
Selling, general and administrative 584,483 525,377 512,238
Research, development and engineering 271,359 330,603 351,620
Amortization of purchased intangible assets 5,916 4,237 7,519
Employee-related charges, asset impairments and other 26,547 34,376 41,824
Asset dispositions and legal settlements 11,221 (38,172) (6,660)
Acquired research and development 3,400
Operating Income 165,226 140,060 68,673
Gain {loss) on investments, net 7,628 (50) 35,529
Interest expense (656) {280) (300
Interest income 37.714 29,140 23,137
Other income (expense), net 5,342 4,473 2,448
income before income Taxes 215,254 173,343 129,487
Provision for income taxes 2,762 13,548 14,534
Income from Continuing Operations 212,492 189,795 114,953
Income from discontinued operations, net of income taxes 10,628
Net Income $ 212,492 $ 159,795 $ 125,581
Applied Biosystems Group (see Note 1)
Income from Continuing Operations per Share

Basic ’ $ 1.47 $ 1.21 $ 0.84

Diluted $ 1.43 3 1.19 $ 0.83
income from Discontinued Operations per Share

Basic and diluted $ —_ $ — $ 0.05
MNet Income per Share

Basic $ 1.47 $ 1.21 $ 0.89

Diluted $ 1.43 $ 1.19 $ 0.88
Celera Genomics Group {see Note 1)
Net Loss per Share

Basic and diluted $ {0.83) $ (1.05) 3 0.79)

See accompanying notes to Applera Corporation’s consolidated financial statements.




Consoclidated Statements of Financia! Position Applera Corporation

(Dollar amounts in thousands gxcept share data) |

At June 30, 2006 2005
Assets
Current assets !
Cash and cash equivalents ‘ $ 434,191 $ 779,401
Short-term investments i 509,252 645,084
Accounts receivable (net of allowances for doubtful accounts of $7,638 !
and $7,025 respectively) g 382,509 383,938
Inventories, net % 137,651 126,541
Prepaid expenses and other current assets 163,362 162,645
Total current assets | 1,626,965 2,087,609
Property, plant and equipment, net T 396,436 438,398
Goodwill and intangible assets, net 322,097 63,076
Other long-term assets 667,477 575,102
Total Assets $3,012,975 $3,164,185
Liabilities and Stockholders’ Equity |
Current liabilities
Accounts payable ‘ $ 201,691 $ 174,022
Accrued salaries and wages j 98,938 91,188
Current deferred tax liability ! 17,560 12,504
Accrued taxes on income } 50,944 77,327
Other accrued expenses | 239,157 237,630
Total current liabilities i 608,290 592,671
Other long-term liabilities i 200,351 227,431
Total Liabilities ﬂ 808,641 820,102

Commitments and contingencies (see Note 10) |
Stockholders’ Equity
Capital stock
Preferred stock ‘j
Applera Corporation: $.01 par value; 10,000,000 shares authorized at June 30, 2006, and
2005; no shares issued and outstanding at June 30, 2008 and 2005 |
Common stock :
Applera Corporation—-Applied Biosystems stock: $.01 par value; 213,194,000 shares
issued at June 30, 2006, and 213,008,000 shares issued at June 30, 2005 2,132 2,130
Applera Corporation—Celera stock: $.01 par value; 77,335,000 shares issuéd at

June 30, 2006, and 74,255,000 shares issued at June 30, 2005 | 773 743
Capital in excess of par value \ 2,192,559 2,132,364
Retained earnings ! 714,137 558,065
Accumulated other comprehensive income (loss) | 40,947 {41,787)
Treasury stock, at cost ! (746,214) (307,432)
Total Stockholders” Equity 2,204,334 2,344,083
Total Liabilities and Stockholders’ Equity | $3,012,975 $3,164,185

See accompanying notes to Applera Corporation’s consolidated financial statements.
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- Consolidated Statements of Cash Flows

{Dollar amounts in thousands)

Applera Corporation

For the years ended June 30, 2006 2005 2004
Operating Activities of Continuing Operations
Income from continuing operations $ 212,492 $ 159,795 $ 114,953
Adjustments to reconcile income from continuing operations
to net cash provided by operating activities:
Depreciation and amortization 90,988 101,855 125,267
Asset impairments 10,070 2,398 37.288
Employee-related charges and other 7,674 27,931 5,456
Share-based compensation programs 12,829 6,031 3,309
Deferred income taxes {42,789) (34,871) {49,236)
Sale of assets and legal settlements, net 34,936 (29,646) (35,463)
Acquired research and development 3,400
Loss from equity method investees 488
Changes in operating assets and liabilities:
Accounts receivable 14,399 9,471 49,338
Inventories 4,398 13,912 11,787
Prepaid expenses and other assets 5,713 (14,135) (13,223)
Accounts payable and other liabilities {(79,221) (26,418) (55,529)
Net Cash Provided by Operating Activities
of Continuing Operations 274,889 216,423 194,435
Net Cash Provided (Used) by Operating Activities
of Discontinued Operations (135) 338 (17,738)
Investing Activities of Continuing Operations
Additions to property, plant and equipment, net {46,077) (93,881) (68,391}
Proceeds from maturities of available-for-sale investments 317,008 2,022,558 2,230,846
Proceeds from sales of available-for-sale investments 313,482 670,062 1,020,316
Purchases of available-for-sale investments (495,748) (2,595,919 (3,196,559)
Acquisitions and investments, net of cash acquired (279,133) (371 (288)
Proceeds from the sale of assets, net 34,985 49,751 35,221
Net Cash Provided (Used) by Investing Activities
of Continuing Operations (155,483) 52,200 21,145
Financing Activities
Net change in loans payable (72)
Principal payments on debt (6,000) {10,000)
Dividends (23,957) (33,446) (43,528)
Purchases of common stock for treasury {601,910) {6,100) {324,999
Proceeds from stock issued for stock plans and other 164,442 56,982 28,801
Net Cash Provided (Used) by Financing Activities (461,497) 11,436 (348,726)
Effect of Exchange Rate Changes on Cash (2,984) (8,866) 12,871
Net Change in Cash and Cash Equivalents {345,210) 271,531 (139,013)
Cash and Cash Equivalents Beginning of Year 779,401 507,870 646,883
Cash and Cash Equivalents End of Year $ 434,191 $ 779,40 $ 507,870

See accompanying notes to Applera Corporation’s consolidated financial statements.




Consolidated Statements of Stockholders’ Equity Applera Corporation
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Applera— ; Accumuiated

Applied  Applera- Capi$al in Other Total

Biosystems Celera Excess of Retained Comprehensive Treasury  Stockholders’

{Dollar amounts in thousands) Stock Stock Par Value Earnings income (Loss) Stock Equity

Balance at June 30, 2003 $2,128 $723 $2,102,936 $355,252 $(54,485) $ (66,269) $2,340,285
Comprehensive income :

Net income . 125,581 125,581

Other comprehensive income: i

Foreign currency translation adjustments ‘ 34,044

Unrealized gain on hedge contracts, net of !

reclassification adjustments ‘ 6,168
Minimum pension liability adjustment 8,780
Unrealized loss on investments, net of J

reclassification adjustments ! (10,190)

Other comprehensive income | 38,802 38,802
Comprehensive income 164,383
Cash dividends declared on Applera-Applied ;

Biosystems stock i (34,645) (34,645)
Purchase of shares for treasury stock : (324,999) (324,999)
Issuances under Applera-Applied Biosystems 1

stock plans 2 (3,385) | (5,148) 32,135 23,604
Issuances under Applera-Celera stock plans 8 5,733 5,741
Tax benefit related to employee stock options 3,372 3,372
Share-based compensation 3,149 29 130 3,308
Balance at June 30, 2004 2,130 731 2,111,805 |441,069 (15,683) (359,003) 2,181,049
Comprehensive income |

Net income ? 159,795 159,795

Other comprehensive income:

Foreign currency translation adjustments (8,598)

Unrealized gain on hedge contracts, net of f

reclassification adjustments : 10,975
Minimum pension liability adjustment i (24,610)
Unrealized loss on investments, net of

reclassification adjustments 3 (3,871)

Other comprehensive loss (26,104) (26,104)
Comprehensive income i 133,691
Cash dividends declared on Applera-Applied |

Biosystems stock ‘ (33,446) (33,446)
Purchase of shares for treasury stock (6,100} 6,100)
Issuances under Applera-Applied Biosystems !

stock plans (474) | (9,379) 57,433 47,580
Issuances under Applera-Celera stock plans 12 9,?57 9,769
Tax benefit related to employee stock options 5,509 5,509
Share-based compensation 5,767 25 238 6,031
Batance at June 30, 2005 2,130 743 2,132,364 558,065 (41,787) (307,432) 2,344,083
Comprehensive income }

Net income . 212,492 212,492

Other comprehensive income: ‘

Foreign currency transtation adjustments 548

Unrealized loss on hedge contracts, net of

reclassification adjustments {7.,947)
Minimum pension liability adjustment 30,410
Unrealized loss on investments, net of

reclassification adjustments (277)

Other comprehensive income ! 82,734 82,734
Comprehensive income 295,226
Cash dividends declared on Applera-Applied

Biosystems stock 3 (31,660) {31,660)
Purchase of shares for treasury stock {601,910) (601,910)
Issuances under Applera-Applied Biosystems i

stock plans 2 5431 | (24,794) 163,312 143,951
Issuances under Applera-Celera stock plans 30 25,107 {277) 24,860
Tax benefit related to employee stock options 16,§56 16,956
Share-based compensation 12,701 34 93 12,828
Balance at June 30, 2006 $2,132 $773 $2,192,$59 $714,137 $40,947 $(746,214) $2,204,334
See accompanying notes to Applera Corporation’s consolidated financial statements. !
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" Notes to Consolidated Financial Statements

Note 1—Accounting Policies and Practices
Organization

Applera Corporation is a life sciences company with a
mission to improve human health and society by
understanding and applying the power of biology tc develop
breakthrough research technologies and diagnostic products.
When used in these notes, the terms “Applera,”
“Company,” “we,” “us,” or "our" mean Applera Corporation
and its subsidiaries. Through December 31, 2005, we were
comprised of three business segments: the Applied
Biosystems group, the Celera Genomics group, and Celera
Diagnostics. Through December 31, 2005, we operated a
diagnostic business known as Celera Diagnostics. This
business was a 50/50 joint venture between the Applied
Biosystems group and the Celera Genomics group. Effective
January 1, 2006, the Celera Genomics group acquired the
Applied Biosystems group’s 50 percent interest in the
Celera Diagnostics joint venture such that it now owns 100
percent of Celera Diagnostics. As a result of this
restructuring and the manner by which our management
now operates and assesses the business, Celera
Diagnostics is no longer a separate segment within Applera
and we have restated prior period consolidating financial
information to reflect this change. See Note 16 to our
consolidated financial statements for more information on
our segments.

Principles of Consolidation

We include the accounts of Applera and all of our majority-
owned subsidiaries that we control in our consolidated
financial statements. In addition, as required under Financial
Accounting Standards Board ("FASB”) Interpretation

No. (“FIN") 46R, “Consolidation of Variable Interest Entities,
an interpretation of ARB No. 51,” our consolidation policy
requires the consolidation of variable interest entities, or
VIEs, in which we are determined to be the primary
beneficiary from the date the determination is made. As of
June 30, 2006 and 2005, we did not have any investments
in VIEs. We have eliminated all significant intracompany
transactions and balances in consoclidation.

We have reclassified some prior year amounts in the
consolidated financial statements and notes for comparative
purposes.

Use of Estimates

We prepare our consolidated financial statements and
related disclosures in conformity with accounting principles
generally accepted in the United States of America, or
GAAP. In preparing these statements, we are required to
use estimates and assumptions. While we believe we have
considered all available information, actual results could
affect the reported amounts of assets and liabilities,
disclosure of contingent assets and liabilities at the date of
the financial statements, and the reported amounts of
revenues and expenses during the reporting periods.

Applera Corporation

Capital Structure

In fiscal 1999, as part of a recapitalization of our Company,
we created two classes of common stock called Applera
Corporation-Applied Biosystems Group Common Stock
(“Applera-Applied Biosystems stock”) and Applera
Corporation-Celera Genomics Group Common Stock
("Applera-Celera stock”). Applera-Applied Biosystems stock
is intended to reflect the relative performance of the Applied
Biosystems group, and Applera-Celera stock is intended to
reflect the relative performance of the Celera Genomics
group.

Holders of Applera-Applied Biosystems stock and holders of
Applera-Celera stock are stockholders of Applera. The
Applied Biosystems group and the Celera Genomics group
are not separate legal entities and holders of these stocks
are stockholders of a single company, Applera. As a result,
holders of these stocks are subject to all of the risks
associated with an investment in Applera and all of its
businesses, assets, and liabilities.

Financial effects arising from one group that affect our
consolidated results of operations or consolidated financial
position could, if significant, affect the results of operations
or financial position of the other group and the per share
market price of the class of common stock relating to the
other group. Any net losses of the Applied Biosystems
group or the Celera Genomics group and dividends or
distributions on, or repurchases of, Applera-Applied
Biosystems stock or Applera-Celera stock or repurchases of
preferred stock of the Company will reduce the assets of
Applera legally available for payment of dividends.

Recently Issued Accounting Standards

In July 20086, the FASB issued FIN 48, “"Accounting for
Uncertainty in Income Taxes — an interpretation of FASB
Statement No. 109.” FIN 48 is intended to clarify the
accounting for uncertainty in income tax positions. FIN 48
addresses the recognition and measurement of uncertain
income tax positions using a “more-likely-than-not” threshold
and will also require enhanced disclosures in the financial
statements. The provisions of FIN 48 are effective for us
beginning July 1, 2007. We are currently evaluating the
impact of this interpretation on our financial statements.

Earnings {Loss) per Share

We compute basic earnings (loss) per share for each class
of common stock using the two-class method. The two-
class method is an earnings allocation formula that
determines earnings per share for each class of common
stock according to dividends declared and participation rights
in undistributed earnings. To calculate basic earnings (loss)
per share for each class of common stock, we divide the
earnings (losses) allocated to each class of common stock
by the weighted average number of outstanding shares of
that class of common stock. Diluted earnings (loss) per
share is calculated using the weighted average number of
outstanding shares of that class of common stock adjusted
to include the dilutive effect of common stock equivalents,
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Dilutive common stock equivalents primarily consist of
employee stock options.

Our board of directors approves the method of allocating
earnings to each class of common stock for purposes of
calculating earnings (loss) per share. This determination is
generally based on the net income or loss amounts of the

‘ Applera Corporation
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corresponciing group calculated in accordance with GAAP,

consistentl‘y appl‘]ed. We believe this method of allocation is
systematicﬂand reasonable. Our board of directors can, in its
discretion, change the method of allocating earnings (losses)

to each class of common stock at any time.

The following table presents a reconciliation of basic and diluted earnings (los§) per share for the fiscal years ended June 30:

{Amounts in millions except per share amounts)

|
Applied Biosystems Group Celera Genomics Group

2006 ; 2005\ 2004 2006 2005 2004

Income {loss) from continuing operations $275.1 $?36.9 $172.3 $(62.7) $(77.1)  $(57.9)
Allocated intercompany sales of assets 0.1 ‘;
Total net income (loss) allocated 275.2 236.9 1723 (62.7) (77.1) (57.5)
Less dividends declared on common stock 31.7 :334 34.6
Undistributed earnings {loss) $243.5 $\203.5‘ $137.7  8(62.7) §(77.1)  $(57.5)
Allocation of basic earnings (loss) per share :

Basic distributed earnings per share® $ 0.17 $:0.17 $ 017 $ — 3 — $ —

Basic undistributed earnings (loss) per share 1.30 §1,04 0.67 (0.83) (1.05) (0.79)
Total basic earnings (loss) per share from ‘ \

continuing operations $ 1.47 $121, $084 $(0.83) $(1.05  $(0.79
Allocation of diluted earnings (loss) per share ‘ \

Diluted distributed earnings per share* $ 0.17 $0.17 $ 017 $§ — $ — $ —

Diluted undistributed earnings (loss) per share 1.26 l1.02 0.66 (0.83) (1.05) (0.79)
Total diluted earnings (loss) pet share from l \

continuing operations $ 1.43 3.1.19 $ 0.83 ${0.83) $(1.05  $(0.79)
Weighted average number of common shares 1

Basic 187.0 1:96.4 204.6 75.5 73.4 725

Common stock equivalents 4.9 128 3.7

Diluted 191.9 11‘99.0 \ 208.3 75.5 73.4 72.5

* Amounts represent actual dividends per share distributed.

Options to purchase stock at exercise prices greater than
the average market prices of our common stocks were
excluded from the computation of diluted earnings per share
because the effect would have been antidilutive.
Additionally, options and warrants to purchase shares of
Applera-Celera stock were excluded from the computation
of diluted loss per share because the effect would have
been antidilutive. The following table presents the number
of shares excluded from the diluted earnings and loss per
share computations at June 30:

{Shares in millions) 2006 2005 2004
Applera-Applied Biosystems stock 52 165 272
Applera-Celera stock 81 119 128

Share-Based Compensation

Under our share-based compensation plans, we issue stock
options, restricted stock and restricted stock units. We also
sponsor an employee stock purchase plan. See Nate 7 to
our consolidated financial statements for further information.
Effective July 1, 2005, we adopted the provisions of
Statement of Financial Accounting Standards {(“SFAS")

No. 123, “Share-Based Payment (revised 2004)" for all of
our share-based compensation plans. SFAS No. 123R

ﬂ
|
requires entities t? measure and recognize the cost of
| . . .
employee services received in exchange for an award of

equity instruments based on the grant-date fair value of the

award. We adoptéd SFAS No. 123R using the modified
prospective ‘methc‘;d of transition. This method requires us 1o
apply the pr(f)visior%s of SFAS No. 123R to new awards from
and after ouﬁ adop‘tion date and to any awards that were

unvested as lof our adoption date, but did not require us to
restate prior jperiods. For our stock option and restricted

stock plans, We re“cognize compensation expense on a
straight-line basis over the requisite service period for the

entire grant. We recognize expense for our employee stock
purchase plans as |costs are incurred. For the year ended

June 30, 20086, tot?l share-based compensation expense and
the earnings per share effects of adopting the provisions of

SFAS No. 123R were as follows:

! Applera-

! Applied  Applera-
I Biosystems Celera
{Dollar amounts intmiHions, except per share amounts) Stock Stock

Pre-tax share“—base‘d compensation expense $11.2 $ 15

Tax benefit | 3.4 0.3
Net expense ‘ $78 $1.2
Basic earninds per‘share $0.04 $0.02
Diluted eamir‘jgs per share 0.04 0.02

|
\
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The amounts above include pre-tax charges of $8.6 million
for the year ended June 30, 2006, for our restricted stock
plans, primarily allocated to the Applied Biosystems group,
which would have been recorded as compensation expense
under Accounting Principles Board Opinion No. (“APB
Opinion No.") 25, "Accounting for Stock issued to
Employees.” Cash received from option exercises under
these plans was $164.4 million and the tota! intrinsic value
of awards exercised and released was $55.8 miillion for
fiscal 2006. In connection with these exercises, we realized
a tax benefit of $17.0 million for fiscal 2008.

Pro Forma Disclosures - Prior to Adoption of SFAS No. 123R

Prior to fiscal 2006, we applied the provisions of APB
Opinion No. 25 and FIN 44, "Accounting for certain
transactions involving stock compensation — an interpretation
of Accounting Principles Board No. 25" in accounting for our
share-based compensation plans. With the exception of the
effect of accelerating the vesting of some stock options in
fiscal 2005, under APB Opinion No. 25, we did not record
any compensation cost related to stock options since the
exercise price of stock options granted to employees,
generally, equaled the fair market value of our stock prices
at the date of grant. We also did not record any
compensation expense related to our employee stock
purchase plans since the provisions of these plans were
deemed non-compensatory under APB Opinion No. 25.
However, for restricted stock, the intrinsic value as of the
grant date was amortized to compensation expense over
the vesting period. We recorded pre-tax charges of

$3.0 million ($2.0 million net of tax) for fiscal 2005 and

$2.9 million ($1.9 million net of tax) for fiscal 2004 for
restricted stock under ABP Opinion No. 25.

Applera Corporation

During fiscal 2005, our board of directors approved the
accelerated vesting of substantially all unvested stock
options previously awarded to employees, officers,
directors, and consultants in light of the new accounting
requirements of SFAS No. 123R. In order to prevent
unintended personal benefits to directors, officers, and other
senior management, the board imposed restrictions on any
shares received through the exercise of accelerated options
held by those individuals. These restrictions prevent the
sale, or any other transfer, of any stock obtained through
exercise of an accelerated option prior to the earlier of the
original vesting date or the individual’'s termination of
employment.

Our board of directors approved the accelerated vesting
based on the belief that it was in the best interest of
stockholders as it will reduce our reported compensation
expense commencing July 1, 2005, with the adoption of
SFAS No. 123R. As a result of the acceleration, during fiscal
2005, the Applied Biosystems group recorded a pre-tax
charge of $1.6 million and the Celera Genomics group
recorded a pre-tax charge of $1.0 million of compensation
cost that represents the intrinsic value measured at the
relevant acceleration dates for the estimated number of
awards that, absent the accelerated vesting, would have
expired unexercisable. As a result of the accelerated
vesting, options to purchase approximately 14.0 million
shares of Applera-Applied Biosystems stock and
approximately 3.6 million shares of Applera-Celera stock
became exercisable immediately during fiscal 2005. Qur pro
forma tables below include the acceleration of the
unamortized portion of unvested stock options, which
resulted in an additional pre-tax amount of approximately
$98 million for the Applied Biosystems group and
approximately $19 million for the Celera Genomics group for
fiscal 2005.

For purposes of pro forma disclosure, the estimated fair value of the options is amortized to expense over the options' vesting
period. The following tables illustrate the effect on reported income (loss) from continuing operations and earnings (loss) per
share as if we had applied the fair value method of accounting for employee stock plans as required by SFAS No. 123 for the
fiscal years ended June 30:

Applera Corporation

(Dollar amounts in millions) 2005 2004
Income from continuing operations, as reported $159.8 $115.0
Add: Share-based employee compensation expense included in reported income from

continuing operations, net of tax 43 1.9
Deduct: Share-based employee compensation expense determined under fair value based

method, net of tax 1705 120.9

Pro forma loss from continuing operations $ (6.4) $ (4.0)
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:Appiie‘d Biosystems Group Celera Genomics Group

(Dollar amounts in millions except per share amounts) i 2005 2004 2005 2004
Income (loss) from continuing operations, as allocated i $236.9 $172.3 $ (77.1) $(57.5)
Add: Share-based employee compensation expense included in i
reported income (loss) from continuing operations, net of tax i 2.7 1.2 1.6 0.7
Deduct: Share-based employee compensation expense determined ‘
under fair value based method, net of tax 141.9 97.6 28.6 233
Pro forma income {loss) from continuing operations P$ é7.7 $ 759 $(104.1) $(80.1)
Earnings (loss) per share from continuing operations |
Basic — as reported P12 $ 084 $ (1.05) $(0.79)
Basic — pro forma ‘ 0.50 0.37 (1.42) (1.10)
Diluted — as reported | 119 0.83 {1.05) (0.79)
Diluted — pro forma 0.49 0.36 (1.42) (1.10)
We estimate the fair value of our options using the Black- classes of cjomm on stock. With the adoption of SFAS

Scholes option pricing model, which was developed for use
in estimating the value of freely-traded options that have no
vesting restrictions and are fully transferable. Similar to
other option pricing models, this model requires the input of
highly-subjective assumptions, including the stock price
volatility. Our options have characteristics significantly
different from traded options, and changes in the input
assumptions can materially affect the fair value estimates.
The fair value of the options was estimated at the grant
date with the following weighted average assumptions for
the fiscal years ended June 30:

2006 2005 2004

Applied Biosystems Group

Dividend yield 0.7% 0.9% 0.8%
Volatility 24% 62% 1%
Risk-free interest rate 4.5% 3.6% 3.8%
Expected option life in years 4 5 5
Weighted average fair value per

option granted $6.31 $11.15 $12.32
Celera Genomics Group
Volatility 35% 43% 66%
Risk-free interest rate 4.3% 3.6% 3.8%
Expected option life in years 5 4 4
Weighted average fair value per

option granted $436 $ 390 $ 6.05

Prior to fiscal 2006, we determined the expected term of
our options primarily based on the average life of our
options for both Applera-Applied Biosystems stock and
Applera-Celera stock. With the adoption of SFAS No. 123R
in fiscal 2006, we determined the expected term of our
options based con historical exercise patterns, which factored
in the historical weighted average holding period from grant
date to settlement date and from vest date to exercise date.
We used the historical exercise patterns to project future
settlement of outstanding options. As a result, the expected
option life for Applera-Applied Biosystems stock decreased
from five to four years and increased from four to five years
for Applera-Celera stock.

Prior to fiscal 2006, we determined expected volatility over
the expected term based on historical volatilities of our two

No. 123R, we continue to determine expected volatility
based on historical volatilities, but have incorporated some
ad]ustmenté, as noted below, related 1o the Celera
Genomics group. In addition, under SFAS No. 123R, we
began using a mean reversion analysis, which we believe
provides a better ‘esnmate of current and future volatility
rate expectz?tlons ‘for our classes of stock. The volatility rate
for Applera-Applied Biosystems stock decreased from the
prior year pr‘lmaruly as a result of the decline in the expected
option life as discussed in the preceding paragraph. We

believe that the rr%ethodology used to determine the

historical vol‘atility for Applera-Celera stock under APB
Opinion No. 25, which included the impact during the time
period of the sequencing and publication of the human
genome by the C?Iera Genomics group, resulted in
extraordmary volatlhty in the Celera Genomics group's stock
price. As such wnth the adoption of SFAS No. 123R, we
excluded this unusually volatile period from our mean-

. ] : ) .
reversion analysis|for fiscal years commencing with 2006.

Foreign Cimencv

We translate assets and liabilities of foreign operations,
where the flinctional currency is the local currency, into U.S.
dollars at Ihé fisca‘l year-end currency rates. We record the
related translation |adjustments as a separate component of
accumulated‘ other\ comprehensive income (loss) in the
Consolidated Statements of Financial Position. We translate
foreign curre“ncy révenues and expenses using average
currency rates pre‘vailing during the fiscal year. Foreign
currency transaction gains and losses are included in net
income. Transactto‘n gains and losses occur from
fluctuations i m exchange rates when assets and liabilities are
denommated in cu‘rrenmes other than the functional currency
of an entity. Net transaction gains were $5.7 million for
fiscal 2008, net transaction gains were $3.4 million for fiscal
2005, and net transaction losses were $0.6 million for fiscal

2004. Net transact‘ion gains and losses include the gains and

losses on the reva{uation of non-functional currency-

denominated‘ net assets offset by the losses and gains on
non-qualified|hedges on these positions. See Note 11 to our
consolidated financial statements for further information on

our hedging progra‘m.

|
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Derivative Financial Instruments

We use derivative financial instruments to minimize
exposure to market risks arising from changes in currency
rates. We used forward, option, and range forward contracts
as our derivative financial instruments during fiscal 2006 and
2005 (see Note 11 to our consolidated financial statements).

Cash and Cash Equivaients and Short-Term
Investments

Our cash equivalents consist of highly liquid debt
instruments, time deposits, and certificates of deposit with
original maturities of three months or less at the date of
purchase. These instruments are readily convertible into
cash.

All short-term investments are classified as available-for-sale
and are carried at fair value with unrealized gains and losses
included as a separate component of stockholders’ equity,
net of any related tax effect. Investments with maturities
beyond one year may be classified as short-term based on
their highly liquid nature and because such marketable
securities represent the investment of cash that is readily
available for current operations should it be needed. We use
the specific identification method to determine the cost of
securities disposed of, with realized gains and losses
recorded in other income (expense), net in the Consolidated
Statements of Operations.

The fair value of short-term investments and unrealized
gains {losses) at June 30, 2006 and 2005, was as follows:

(Dollar amounts in millions) 2006 2005

Certificates of deposit and time deposits $ 30.3 § 18.8

Applera Corporation

We also held securities that are classified as trading at
June 30, 2006 and 2005, which were recorded at fair value
with realized and unrealized gains and losses included in
income. These securities are recorded in other current
assets. Included in income were unrealized net gains of
$2.6 million during fiscal 2006 and unrealized losses of
$1.9 million during fiscal 2005.

Investments

We account for investments in business entities in which
we have the ability to exercise significant influence over
operating and financial policies {generally 20% to 50%
ownership) using the equity method of accounting. Under
the equity method of accounting, we record investments at
cost and we adjust for dividends and undistributed earnings
and losses. As of June 30, 2006 and 2005, we did not have
any investments in VIEs.

We classify investments for which we do not have the
ability to exercise significant influence as minority equity
investments. We account for non-marketable minority equity
investments using the cost method of accounting. We
generally classify minority equity investments in public
companies as available-for-sale and carry them at market
value in accordance with SFAS No. 115, “Accounting for
Certain Investments in Debt and Equity Securities.” We use
the specific identification method to determine the cost of
securities disposed of. Under the cost method of
accounting, we carry investments in equity securities at cost
and adjust only for other-than-temporary declines in fair
value, distributions of earnings and additional investments.

inventories

Commercial paper 39.3 54.8 , L
U.S. government and agency obligations 182.3 226 1 Inventorles are stated at the lower gf cost §on.a first-in, first-
Corporate bonds 161.3 180 4 out basis) or market. Cost is determined prmcnpal!y on the
Asset backed securities 96.1 65.0 standa'rd cost method for mangfacf(ured goods which
approximates cost on the first-in, first-out method. Reserves
Total short-term investments $509.3 36451 for obsolescence and excess inventory are provided based
Unrealized gains on investments $ 01 § 01 on historical experience and estimates of future product
Unrealized losses on investments (3.6) (2.5) demand. Inventories at June 30, 2006 and 2005, included
the following components:
The realized gains and losses associated with our short-term (Dollar amounts in millions) ) 2006 2005
investments for the fiscal years ended June 30 were as " "
follows: Raw materials and supplies $ 443 3 459
Work-in-process 12.8 5.3
(Dollar amounts in miflions) 2006 2005 2004 Finished products 80.6 75.3
Realized gains on investments $01 $01 $03 Total inventories, net $137.7 $1265
Realized losses on investments 0.1} (0.2} (0.3

The following table summarizes the contractual maturities of
available-for-sale securities at June 30:

{Dollar amounts in millions) 2006
Less than one year $251.8
Due in one to two years 1143
Due in two to five years 137.8
Over five years 54
Total $509.3
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Property, Plant and Equipment, and
. Depreciation

Property, plant and equipment are recorded at cost and
consisted of the following at June 30, 2006 and 2005:

{Dollar amounts in millions) 2006 2005
Land and improvements $117.4 $1176
Buildings and leasehold improvements 2725 288.4
Machinery and equipment 269.2 306.5
Computer software and licenses 151.1 133.9
Property, plant and egquipment, at cost 810.2 846.4
Accumulated depreciation and

armortization 413.8 408.0
Property, plant and equipment, net $396.4 34384

We capitalize major renewals and improvements that
significantly add to productive capacity or extend the life of
an asset. We expense repairs, maintenance, and minor
renewals and improvements as incurred. We remove the
cost of assets and related depreciation from the related
accounts on the balance sheet when such assets are
disposed of, and any related gains or losses are reflected in
current earnings.

We compute depreciation expense of owned property, plant
and equipment based on the expected useful lives of the
assets primarily using the straight-line method. We amortize
leasehold improvements over their estimated useful lives or
the term of the applicable lease, whichever is less. Useful
lives are generally five to ten years for land improvements,
30 to 40 years for buildings, and three to seven years for
machinery and equipment. We amortize capitalized internal-

Intangible Assets

Applera Corporation
i

use softwafe costs primarily over the expected useful lives,
not to exceed seven years. Depreciation expense for
property, plant an‘d equipment was $73.8 million for fiscal
2006, $82.5 million for fiscal 2005, and $94.9 million for
fiscal 2004.{Durinlg fiscal 2008, the Celera Genomics group
recorded $9.8 million of impairment charges, of which

$1.8 millioniwas recorded in the fourth quarter of fiscal
2008, related to the closure of its South San Francisco,
California facnmes‘ In addition, the Applied Biosystems
group recorded $2 8 million of impairment charges in fiscal
2005 related to |t‘§ San Jose, California, and Houston, Texas
facilities. Included in this charge was $1.9 million of
property, plé}nt and equipment. These charges are included
in employee‘;-relatgd charges, asset impairments and other in
the Consolidated Statements of Operations. See Note 2 to
our consolidated financial statements for more information.

Capitaﬂizéd Software

We capitaliz?e andlinclude in other long-term assets software
development costs for software used in our products which
are incurred%from the time technological feasibility of the
software is éstab\ished until the software is ready for its
intended use. We|amortize these costs using the straight-
line method!over a maximum of three years or the expected
life of the product, whichever is less. Capitalized software
costs, net of accumulated amortization, were $2.1 million at
June 30, 2006, and $2.8 million at June 30, 2005.
Amortization expense was $1.6 million in fiscal 2008,
$6.9 million in fiscal 2005, and $13.6 million in fiscal 2004,
We expensej R&D) costs and other computer software
maintenance costs related to software development as
incurred. |

\
We amortize intangible assets using the straight-line method over their expected useful lives. Intangible assets at June 30,

2006 and 2005, included the following:

|

2006

2005
Gross ! | Gross
Weighted Carrymg | Accumulated Carrying Accumulated
(Dollar amounts in millions) Average Life Amount | Amortization Amount Amartization
Amortized intangible assets: i
Acquired technology 6 $ 83.3 | $44.5 $60.5 $42.7
Patents 7 29.9 | 22.9 255 20.7
Customer relationships 7 27.1 1.6
Favorable operating leases 11.6 10.5
Other 0.3 | 0.3
Total amortized intangible assets 140.6 | 69.3 97.6 73.9
Unamortized intangible assets: j
Trade name 4.9 '
Total $145.5 $69.3 $97.6 $73.9
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Aggregate amortization expense for the fiscal years ended
June 30, 2006 and 2005, was as follows:

(Dollar amounts in millions) 2006 2005
Applied Biosystems group $116 $ 70
Celera Genomics group 3.3 5.0
Consolidated $149 $120

We record amortization expense in cost of sales and SG&A.
However, amortization of acquisition-related intangible
assets is recorded in the amortization of purchased
intangible assets in the Consolidated Statements of
Operations. At June 30, 2006, we estimated annual
amortization expense of our intangibl‘e assets for each of the
next five fiscal years to be as shown in the following table.
Future acquisitions or impairment events could cause these
amounts to change.

Applied Celera
{Dollar amounts Biosystems  Genomics
in millions) Group Group  Consolidated
2007 $16.9 $2.2 $19.1
2008 13.9 0.6 145
2009 12.6 0.2 12.8
2010 10.2 0.2 10.4
2011 6.5 0.1 6.6

In connection with the acquisition of the Research Products
Division of Ambion Inc. (“Ambion”), we acquired the Ambion
trade name that we determined 10 be indefinitely lived. This
intangible asset is tested for impairment as part of our
annual goodwill impairment test as discussed below.

Goodwiilil

Goodwil! represents the excess purchase price over the net
asset value of companies acquired. We test goodwill for
impairment using a fair value approach at the reporting unit
level annually, or earlier if an event occurs or circumstances
change that would more likely than not reduce the fair value
of a reporting unit below its carrying amount. A reporting
unit can be an operating segment or a business if discrete
financial information is prepared and reviewed by
management. Under the impairment test, if a reporting
unit’s carrying ameunt exceeds its estimated fair value,
goodwill impairment is recognized to the extent that the
reporting unit's carrying amount of goodwill exceeds the
implied fair value of the goodwill.

Applied Celera
Biosystems  Genomics
(Dollar amounts in millions) Group Group  Consolidated
Balance as of June 30, 2005 $ 36.7 $2.7 $ 394
Goodwill recorded as part of the
acquisition of Ambion 206.5 206.5
Balance as of June 30, 2006 $243.2 $2.7 $245.9

Refer to Note 3 to our consolidated financial statements for
information on the goodwill we acquired in connection with
the Ambion acquisition.

Applera Corporation

Impairment of Long-Lived Assets

We review long-lived assets for impairment whenever
events or changes in circumstances indicate that the
carrying amount of an asset may not be recoverable. Events
which could trigger an impairment review include, among
others, a decrease in the market value of an asset, an
asset’s inability to generate income from operations and
positive cash flow in future periods, a decision to change
the manner in which an asset is used, a physical change to
an asset or a change in business climate. We calculate
estimated future undiscounted cash flows, before interest
and taxes, resulting from the use of the asset and its
estimated value at disposal and compare it to its carrying
value in determining whether impairment potentially exists.
If a potential impairment exists, a calculation is performed to
determine the fair value of the long-lived asset. This
calculation is based on a valuation model and discount rate
commensurate with the risks involved. Third party appraised
values may also be used in determining whether impairment
potentially exists.

Product Warranties

We accrue warranty costs for product sales at the time of
shipment based on historical experience as well as
anticipated product performance. Our product warranties
extend over a specified period of time ranging up to two
years from the date of sale depending on the product
subject to warranty. The product warranty accrual covers
parts and labor for repairs and replacements covered by our
product warranties. We periodically review the adequacy of
our warranty reserve, and adjust, if necessary, the warranty
percentage and accrual based on actual experience and
estimated costs to be incurred.

The following table provides the analysis of the warranty
reserve for the fiscal years ended June 30, 2006 and 2005:

{Dollar amount in millions) 2006 2005
Beginning of year $140 $159
Accruals for warranties 16.6 21.9
Usage of reserve (16.9) (22.8)
Other* (3.1) (1.0)
End of year $106 $14.0

* Other consists of accrual adjustments to reflect actual experience and currency
translation.

Revenues

We record revenue on entering into a final agreement with
the customer that includes the specific nature and terms of
the revenue-generating activity and for which collectibility is
reasonably assured, which is generally at the time of
shipment of products or performance of services.
Concurrently, we record provisions for warranty, returns,
and installation based on historical experience and
anticipated product performance. Discounts are recorded as
sales reductions concurrently with the applicable sale. Cash
discounts are recorded as sales reductions on our receipt of
the sales proceeds. Deferred revenues consist of
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prepayments for service contracts and subscription
agreements. Revenue is not recognized at the time of
shipment of products in situations where risks and rewards
of ownership are transferred to the customer at a point
other than shipment due to the shipping terms, the
existence of an acceptance clause, the achievement of
milestones, or some return or cancelliation privileges.
Revenue is recognized once customer acceptance occurs or
the acceptance provisions lapse. Service revenue is
recognized over the period services are performed. Amounts
billed to customers related to shipping and handling are
included in net revenues, whereas shipping and handling
costs are included in cost of sales.

In revenue arrangements with multiple deliverables, we
record revenue as the separate elements are delivered to
the customer if the delivered item is determined to
represent a separate earnings process, there is objective
and reliable evidence of the fair value of the undelivered
item, and delivery or performance of the undelivered item is
probable and substantially in our control. For instruments
where installation is determined to be a separate earnings
process, the portion of the sales price allocable to the fair
value of the installation is deferred and recognized when
installation is complete. We determine the fair value of the
installation process based on technician labor billing rates,
the expected number of hours to install the instrument
based on historical experience, and amounts charged by
third parties.

Under sales-type or direct financing lease agreements,
revenue is recognized at the time of shipment, and the
difference between the gross investment in the lease and
the sales price of the property is deferred and amortized
over the lease term using the interest method. These
transactions represent an insignificant portion of our
consolidated revenues.

We recognized revenue on subscription fees for access to
our on-line information databases as part of the Celera
Discovery System™ (“CDS") ratably over the contracted
period.

We recognize royalty revenues when earned over the term
of the agreement in exchange for the grant of licenses to
use our products or on technologies for which we hold
patents. We recognize revenue for estimates of royalties
earned during the applicable period, based on historical
activity, and make revisions for actual royalties received in
the following guarter. For those arrangements where
royalties cannot be reasonably estimated, we recognize
revenue on the receipt of cash or royalty statements from
our licensees. In addition, we recognize up-front
nonrefundable license fees when due under contractual
agreement, unless we have specific continuing performance
obligations requiring deferral of all or a portion of such fees.

A substantial portion of the Celera Genomics group reported
net revenues consists of equalization payments from Abbott
Laboratories resulting from a profit and loss sharing
arrangement between the Company and Abbott. All
revenues, costs and expenses of the alliance are shared

Applera Corporation
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equally by goth parties. At the end of each reporting period
the two co:mpani‘es compare a statement of revenues and
expenses for alliénce activities recorded by each party. A
calculation ;is mache to determine the amount that needs to
be paid to ‘evenly‘ split both the revenue and expenses. This

payment isireferred to as the equalization payment and is
recorded a$ revenue by the Celera Genomics group. The
timing and ‘nature of equalization payments can lead to
fluctuations in bo}th reported revenues and gross margins
from period to p?riod due to changes in end-user revenues
of alliance products and differences in relative operating

\ .
expenses between the alliance partners.

|
Research, Development and Engineering

We expense research, development and engineering costs
as incurred. Reséarch, development and engineering
expenses Ir:\cludel salaries and benefits, supplies and
materials, fécilities costs, equipment depreciation, contract
services, allocations of various corporate costs and other
outside costs.

Suppleméntaﬂ Cash Flow Information

Cash paid for interest and income taxes and significant non-
cash investing and financing activities for the following fiscal
years ended June 30 were as follows:

(Dollar amouﬁts in millions) 2006 2005 2004
Interest $ 01 $02 $ 13
Income taxes 48.6 58.0 52.8

Significant r‘)on-ca‘sh investing
and financing a‘ctivities:

Tax benefit re\lated to

employee s‘tock options 17.0 55 3.4
Dividends declared not paid 7.7
Issuances of festricted stock 08 6.6
Stock issued for which

proceeds were in-transit 31 0.9 0.5

Note Z—Evenﬁs impacting Comparability

We are providing the following information on some actions
taken by usior events that occurred during the fiscal years
ended June!30:

Incomef/(charge)
{Dollar amounts in millions) 2006 2005 2004

$(14.3) $(24.7) $ (6.3)

Severance and be;nefit costs

Asset impairments (10.9) 0.8 (36.1)
Excess lease spaée (1.2} (10.0)

Other i (2.6)

Reduction of expected costs 25 1.1 0.6

Total employee-related charges,

asset impairments, and other  ${(26.5) $(34.4) $(41.9)
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" Notes to Consolidated Financial Statements — (Continued)

Employee-Related Charges, Asset Impairments,
and Other

The following items have been recorded in the Consolidated
Statements of Operations in employee-related charges,
asset impairments and other, except as noted.

Fiscal 2006

In fiscal 20086, the Applied Biosystems group recorded pre-
tax charges of $1.5 million for employee terminations related
to the Applied Biosystems/MDS Sciex Instruments
business, a 50/50 joint venture between the Applied
Biosystems group and MDS Inc. MDS recorded a
restructuring charge for a reduction in workforce as part of
its strategy to focus on the life sciences market. The

$1.5 million represents the Applied Biosystems group'’s
share of the restructuring charge.

Also in fiscal 2006, the Applied Biosystems group recorded
a $1.1 million pre-tax impairment charge to write-down the
carrying amount of its San Jose, California facility to its
current estimated market value less estimated selling costs.
This charge was in addition to the charge recorded in fiscal
2005 described below. In the fourth quarter of fiscal 2006,
the Applied Biosystems group completed the sale and
recognized a $0.9 million pre-tax favorable adjustment to the
charges previously recorded based on the actual sales price
per the agreement. Please see Note 8 to our consolidated
financial statements for additional information.

During fiscal 2006, the Celera Genomics group recorded pre-
tax charges related to its decision to exit its small molecule
drug discovery and development programs and the
integration of Celera Diagnostics intc the Celera Genomics
group. These charges consisted of the following
components:

Employee- Excess Other

Related Asset Lease Disposal
(Dollar amounts in millions) Charges Impairments Space Costs  Total
Third gquarter $10.7 $8.0 $0.8 $1.4 $20.9
Fourth quarter 2.1 1.8 0.4 1.2 55
Total charges 12.8 9.8 1.2 26 264
Cash payments 7.9 0.2 24 105
Non-cash activity 93 02 95
Balance at June 30, 2006 $ 4.9 $05 $51.0 $— $ 64

The employee-related charges were severance costs
primarily for staff reductions in small molecule drug
discovery and development. The asset impairment charges
primarily related to a write-down of the carrying amount of
an owned facility to its current estimated market value less
estimated selling costs, as well as write-offs of leasehold
improvements and equipment. As of March 31, 20086, all of
the affected employees were notified and substantially all
were terminated by July 31, 2006. Cash expenditures were
funded by available cash. The remaining cash expenditures
related to these charges are expected to be disbursed by
December 2006.
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Fiscal 2005

During fiscal 2005, the Applied Biosystems group recorded
pre-tax charges consisting of the foillowing components:

Employee-  Excess

Related Lease Asset

{Dollar amounts in millions) Charges  Space Impairments Total
First quarter $ 73 $— $— $73
Second quarter 2.8 2.3 5.2
Fourth quarter 11.6 6.2 2.6 20.4
Total charges 218 8.5 26 329
Cash payments 10.5 0.2 10.7
Non-cash activity 5.2 1.9 7.
Reduction of expected costs 03 0.3
Balance at June 30, 2005 11.0 3.1 0.7 148
Cash payments 95 14 0.3 11.2
Reduction of expected costs

and other 1.4 0.4 1.8
Balance at June 30, 2006 $ 0.1 $1.7 $— 818

The fiscal 2005 severance charges reflected the Applied
Biosystems group's decision to reduce and rebalance its
workforce and were implemented as a result of a strategic
and operational analysis conducted by management. The
positions eliminated were primarily in the areas of R&D,
manufacturing, marketing, and operations. These actions
were intended to allow us to expand personnel in other
functional areas including field sales and support,
manufacturing guality, and advanced research, as well as to
better align our resources with the needs of our customers.
Additionally, the severance charges recorded in the first and
second quarters related, in part, to staff reductions intended
1o integrate the Applied Biosystems MALDI TOF product
ling into the Applied Biosystems/MDS Sciex Instruments
joint venture with MDS Inc. We took these actions to
improve operational efficiency and quality, while assuring
that our R&D spending remains aligned with our strategic
initiatives.

As of June 30, 2005, all of the employees affected by the
first and second quarter staff reductions had been
terminated. By March 31, 20086, all of the employees
affected by the fourth quarter staff reduction were
terminated. During 2006, we made cash payments of

$9.5 million, the majority of which related to the fourth
quarter termination charge. In regards to the excess lease
space charges, through June 30, 2006, we made cash
payments of $0.4 million related to the second quarter
charge and $1.0 million related to the fourth guarter charge.
These cash expenditures were funded by cash provided by
operating activities. In the third quarter of fiscal 2005, the
Applied Biosystems group recorded a pre-tax benefit of
$0.1 million for a reduction in anticipated employee-related
costs associated with the severance and benefit charge
recorded in the first quarter of fiscal 2005. In fiscal 2005,
the Applied Biosystems group recorded a pre-tax benefit of
$0.2 million for a reduction in anticipated employee-related
costs associated with the severance and benefit charge
recorded in the second quarter of fiscal 2005.
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The excess lease space charges represented the estimated
cost of excess lease space less estimated future sublease
income for some leased facilities in Massachusetts and
California whose leases extend through fiscal years 2007 to
2011. The asset impairment charges taken in the fourth
quarter related to the write-down in value of the Applied
Biosystems group's facilities in San Jose, California, and
Houston, Texas. As noted above, the Applied Biosystems
group recorded an additional impairment charge as well as a
favorable adjustment to the charges related to the San Jose
facility in fiscal 2006. See Note 8 to our consolidated
financial statements for more information on our San Jose,
California facility.

During fiscal 2005, the Celera Genomics group recorded pre-
tax charges totaling $4.5 million related to our decision to
discontinue promotion of products and most operations of
Paracel, Inc., a business we acquired in fiscal 2000. Paracel
developed high-performance genomic data and text analysis
systems for the pharmaceutical, biotechnology, information
services, and government markets. Due to a shift in focus,
Paracel was no longer deemed strategic to the overall
business. The charge consisted of $1.1 million for severance
and benefit costs, $1.7 million for excess facility lease
expenses and asset impairments, and $1.7 million in cost of
sales for the impairment of inventory. The charge for excess
facility lease expenses and asset impairments was primarily
for a revision to an accrual initially recorded in fiscal 2002 for
the estimated cost of excess facility space for a lease that
extends through fiscal 2011 and to write off related fixed
assets.

As of March 31, 2005, the majority of the affected Parace!
employees were terminated. Substantially all cash payments
related to these terminations were made as of June 30,
2005. Through June 30, 2006, we made cash payments of
$2.1 million related to the excess lease space charge. The
cash expenditures were funded by available cash. The
remaining cash expenditures related to this charge of
approximatety $3.0 million are expected to be disbursed by
fiscal 2011.

In fiscal 2005, the Celera Genomics group recorded a pre-
tax charge of $3.4 million related to the Online/Information
Business, an information products and service business. The
Celera Genomics group realigned its organization based on a
change in its business focus and as part of this realignment,
the Onlinefinformation Business was determined to be non-
strategic. The pre-tax charge of $3.4 million consisted of
$1.8 million for severance and benefit costs and $1.6 million
for asset impairments, primarily related to information-
technology leases. As of June 30, 2005, all affected
employees were notified and by the end of the first quarter
of fiscal 20086, all were terminated. In the fourth quarter of
fiscal 2006, the Celera Genomics group recorded a pre-tax
benefit of $0.2 million for a reduction in anticipated
severance and benefit costs. All cash expenditures related
to this action were disbursed by the end of fiscal 20086.
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Fiscal 2004

During fiscal 2004, the Applied Biosystems group recorded
pre-tax charges of $6.3 million for employee terminations.
All cash payments were made by March 31, 2005. The cash
payments were funded primarily from cash provided by

|
operating aenwues

|

In fiscal 20b4, the Applied Biosystems group recorded pre-

tax chargesj of $]4.9 million for the impairment of patents
and acquired technology refated to Boston Probes, inc., a
business we acquired in fiscal 2002. As a result of a
strategic and operational review, we determined, during
fiscal 2004, that the intellectual property was not expected

to lead to féasibl‘e commercialization of the products that we
had originally env}isioned when we purchased Boston
Probes. In einccordance with SFAS No. 144, "Accounting for
the Impairnﬁent or Disposal of Long-Lived Assets,” the
|mpa|rment charge represented the amount by which the
carrying amount of the assets exceeded their fair value. The
fair value was based on estimated undiscounted future cash
flows retatir“jg to the existing service potential of those

assets. !

Additionally%in fiscal 2004, the Applied Biosystems group
recorded pre-tax charges of $4.4 million for asset write-
downs and ‘other|expenses related to the decision to
transfer the 8500| Affinity Chip Analyzer product line to HTS
Biosystems%, Inc.,|its development partner for this product
line. The $4.4 million charge consisted of $3.2 million for
write—downe of fixed assets and other charges and

$1.2 millionifor thp impairment of inventory recorded in cost
of sales. The Applied Bicsystems group had entered into a

collaboration and pommercialization agreement for this

product line with HTS Biosystems in fiscal 2002. As a result
of a change'in str:ategic direction and focus at the Applied
Biosystemslgroup, as determined during the previously
mentioned rewew‘ we determined that the inventory and
fixed assets related to this product line had no net realizable
value. Addmonally‘ we wrote off a loan and accrued the final
payments based on our decision to terminate the agreement
with HTS B|osystems In fiscal 2005, the Applied
B|osystemsigroup‘ recorded a pre-tax benefit of $0.7 million
as a result of the repayment of this loan by HTS

Biosystems.

During fisca[ 2004, the Celera Genomics group decided to
pursue the sale of its Rockville, Maryland facility. As a result
of this decision, we classified the related assets as assets
held for sale within prepaid expenses and other current
assets. In connection with the decision to sell the Rockville
facility, the Celera| Genomics group recorded a pre-tax
impairment charge of $18.1 million during fiscal 2004. This
charge represente‘d the write-down of the carrying amount
of the facility to ite estimated market value less estimated
costs to sell: The estimated market value was based on a
third-party appraisal. During fiscal 2005, the Celera
Genomics gﬁoup completed the sale of this facility and
recorded a $3.6 million pre-tax favorable adjustment to the
charge recorded in fiscal 2004.
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Notes to Consolidated Financial Statements — (Continued)

Other

During fiscal 2003, the Applied Biosystems group recorded
charges for organization-wide cost reductions. As of June 30,
2006, we had remaining cash payments of $0.5 million for
severance and employee benefits related to these charges.
The majority of the remaining payments are expected to be
disbursed during fiscal 2007.

Other Events Impacting Comparability
Revenue from the sales of small molecule programs

In the fourth guarter of fiscal 2006, the Celera Genomics
group recorded pre-tax gains of $8.6 million in net revenues
from the sales of some small molecule drug discovery and
development programs, primarily to Pharmacyclics, inc. and
Schering AG.

Asset dispositions and legal settlements

The following items have been recorded in the Consolidated
Statements of Operations in asset dispositions and legal
settlements.

In fiscal 2006, we established, with Beckman Coulter, the
terms of a settlement to resolve all outstanding legal
disputes between us regarding claims to some patented
capillary electrophoresis technology and heated cover
instrumentation technology. As part of the settiement, the
parties agreed to grant royalty-bearing licenses to each
other. Additionally, the Applied Biosystems group made a
payment of $35 million to Beckman Coulter for rights to
some Beckman Coulter technology and for the release of
any and all claims of infringement relating to DNA sequencer
and thermal cycler products. As a result of this settlement,
we recorded a pre-tax charge of $35.0 million. Commencing
in July 2006, Beckman Coulter began making quarterly
payments which will total $20 million over ten quarters to
the Celera Genomics group for diagnostic rights to some
Applera technology.

Also in fiscal 2006, we recorded a benefit of $33.4 million
related to a settlement agreement involving patent
infringement claims brought by us against Bio-Rad
Laboratories, Inc. and MJ Research, Inc. {acquired by Bio-
Rad after the commencement of litigation.} The settlement
also resolved litigation brought by Bio-Rad against us for
patent and trademark infringement, and counterclaims by us
against Bio-Rad. By March 31, 2006, we had received all
amounts related to the Bio-Rad settlement.

Additionally in fiscal 2006, we recorded a $26.6 million pre-
tax charge related to a litigation matter and related to an
award in an arbitration proceeding with Amersham
Biosciences, now GE Healthcare. We recorded the pre-tax
charge as follows: $25.9 million at the Applied Biosystems
group and $0.7 miilion at the Celera Genomics group. We
paid all amounts related to the arbitration matter in January
2006. The arbitration matter involved the interpretation of a
license agreement relating to DNA sequencing reagents and
kits. Amersham had alleged, among other things, that the
Applied Biosystems group had underpaid royalties under the
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license agreement. The arbitrator awarded Amersham past
damages based on an increase in royalty rates for some of
its DNA sequencing enzymes and kits that contain those
enzymes, plus interest, fees, and other costs. As a result of
this decision, the Applied Biosystems group recorded a pre-
tax charge of $23.5 million in fiscal 2006, $22.6 million of
which was recorded in asset dispositions and legal
settlements.

In the fourth quarter of fiscal 2006, the Applied Biosystems
group recorded a pre-tax gain of $16.9 million from the sale
of a vacant facility in Connecticut. This facility was
previously used for manufacturing and administration.

During fiscal 2005, the Applied Biosystems group recorded a
net pre-tax gain of $29.7 million for the sale of intellectual
property, manufacturing inventory, and research and
development assets related to the expansion of the scope
of the Applied Biosystems/MDS Sciex Instruments joint
venture. Under the terms of the transaction, we received
$8 million in cash and a $30 million note receivable for a 50
percent interest in intellectual property assets related to
current Applied Biosystems MALDI TOF mass spectrometry
systems and next-generation product-related manufacturing
and research and development assets. The note receivable
is due in 5 years, of which $6 million is payable in October
2006 and $8 million in October 2007, 2008, and 2009.

Also in fiscal 2005, the Applied Biosystems group received a
payment of $8.5 million from lllumina, Inc. in connection
with the termination of a joint development agreement and
settlement of patent infringement and breach of contract
claims.

in March 2004, the Applied Biosystems group and MDS
Inc., through the Applied Biosystems/MDS Sciex
Instruments joint venture, received a payment of

$18.1 million from Waters Technologies Corporation in
connection with the resolution of patent infringement claims
between the parties. The Applied Biosystems group
recorded a net gain of $6.7 million from legal settiements,
including its share of this payment, in fiscal 2004.

Acquired research and development

During fiscal 2006, the Applied Biosystems group recorded a
$3.4 million charge to write-off the value of acquired in-
process research and development (“IPR&D") in connection
with the acquisition of Ambion. As of the acquisition date,
the technological feasibility of the related projects had not
been established, and it was determined that the acquired
projects had no future alternative uses. The determination of
the amount attributed to acquired IPR&D took into
consideration an independent appraisal performed by a third
party. See Note 3 to our consolidated financial statements
for more information on this acquisition.

Investments

The following gains have been recorded in the Consolidated
Statements of Operations in gain (loss) on investments, net,
except as noted.
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The Celera Genomics group recorded pre-tax gains of

$7.6 million in fiscal 2006 from the sale of non-strategic
minority equity investrnents. The Celera Genomics group
recorded a pre-tax gain of $24.8 million in fiscal 2004 from
the sale of its investment in Discovery Partners
International, Inc. ("DPI”} cammon stock. Qur investment in
DPI common stock, which resulted from our acquisition of
Axys Pharmaceuticals, Inc. in fiscal 2002, had been
accounted for under the equity method of accounting.

The Applied Biosystems group recorded pre-tax gains of
$11.2 million in fiscal 2004, related primarily to the sales of
minority equity investments. These investment sales
resulted from management'’s decision to liquidate non-
strategic investments.

Tax items

In fiscal 2006, the Applied Biosystems group recorded a tax
benefit of $13.5 million related to the resolution of transfer
pricing matters in Japan. Additionally, the Applied
Biosystems group recorded a net tax charge of $26.6 million,
which included a $1.4 million favorable adjustment recorded
in the fourth quarter of fiscal 2006, related to repatriation of
$476.4 million of foreign earnings. Also in fiscal 2008, the
Applied Biosystems group recorded tax benefits of

$63.3 million related to a completed Internal Revenue
Services ("IRS"} exam, state valuation allowance reversal,
and R&D credits. The IRS completed the audit of Applera for
the fiscal years 1996 through 2003 and as a result, the
Applied Biosystems group recorded favorable adjustments
of $32.2 million to existing tax liabilities. A net of federal tax
$24.8 million increase in the net state deferred tax assets
primarily related to a reduction in valuation allowance and
the write-off of some state deferred tax assets. The
reduction in the valuation allowance was due to
management’s reassessment of the future realization of
deferred tax assets based on revised forecasted taxable
income which includes the impacts of a change in the
apportionment of income to California, a reduction in R&D
spending, and increased revenues and profits from our
worldwide operations. Also, Applera completed its
assessment of fiscal years 2001 through 2004 R&D
activities and as a result, the Applied Biosystems group
recorded a net benefit of $6.3 million for additional R&D
credits.

During fiscal 2005, the Applied Biosystems group recorded
tax benefits of $23.5 million primarily related to additional
U.S. R&D tax credit carryforwards, expected results of
Canadian examinations, and settlement of some U.K. tax
matters. Also during fiscal 2005, the Celera Genomics group
recorded a tax benefit of $2.2 million related to additional
U.S. R&D tax credits.

Note 3—Acquisitions

Completed acquisition

Effective March 1, 2006, we acquired the Research
Products Division of Ambion, Inc. for approximately
$279 million in cash, including transaction costs. Ambion,
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which is based in Austin, Texas, is a provider of innovative
products for the ‘study and analysis of ribonucleic acid (RNA)
for life science research and drug development. The Ambion
products are use‘d by researchers to study RNA and its role
in disease development and progression. This acquisition is
intended to drive growth by enabling us to deliver more
complete customer workflow solutions and by expanding
the Apphed Blosxx/stems group's consumables product
offering. We expect that Ambion's RNA R&D expertise,
consumables mapufactunng capabilities, and culture of
scientific mnovat\on will complement our existing strengths.

Ambion WI” contmue to be based in Austin, Texas.

We aIIocated the‘purchase price of $279.4 million to tangible
net assets and intangible assets as follows:

{Dollar amounts in fillions)

Current assets \ $ 27.4
Long-term e]assets 16.0
Current liabilities (8.2)
Long-term Iiabilities (22.8)
Tangible ne%c asse‘ts acquired, at approximate

fair value% 12.4
Goodwill | 206.5
Customer relationships 27.1
Existing technology 248
Trade name 49
Acquired IPR&D 34
Purchase order backlog 0.3
Total intangible as\‘sets 267.0
Total purchase pri!‘ce $279.4

H |
We are amdrtizing\ the recorded values of the intangible
assets, other than the acquired IPR&D and the trade name,
over their expecte‘d period of benefit, which on a weighted
average basis is 5\ 5 years. An established client list, a
recognized company name in the RNA field, a strong
scientific erﬁployee base, and operations in a
complementar\/ consumables business were among the
factors that contrlbuted to a purchase price resulting in the
recognition of goodw1l| The goodwill and the trade name
will be tested for lmpalrment as part of our annual
impairment test at the reporting unit level. In fiscal 2006, the
Applied Biosystems group recorded approximately $4 million
of amortizatipn of intangible assets related to this acquisition
and a $3.4 million [charge to write-off the value of acquired
IPR&D (see Note 2 to our consolidated financial statements)
from this acqulsmon We recorded a $7.2 million deferred
tax asset, mcluded in current assets, and a $22.8 million
deferred tax| ||ab|||t‘y, included in long-term liabilities, for net
operating Ioss carr‘vforwards and other temporary
differences of Amplon that we expect to use. The goodwill
recognized will not be deductible for federal income tax

purposes. |

APPLERA CORPORATION

o
£




APPLERA CORPORATION

n
o

"~ Notes to Consolidated Financial Statements — (Continued)

The net assets and results of operations of Ambion have
been included in our consoclidated financial statements since
the date of the acquisition, and have been allocated to the
Applied Biosystems group. The following selected unaudited
pro forma financial information for Applera and the Applied
Biosystems group has been prepared assuming the
acquisition had occurred at the beginning of fiscal 2005 and
gives effect to purchase accounting adjustments:

{Dollar amounts in millions
except per share amounts) 2006 2005

Applera Corporation

Net revenues $1,986.5 $1,893.6

Net income 197.2 163.0

Applied Biosystems Group

Net revenues $1,948.3 $1,835.6

Net income, as allocated 259.8 230.1
Basic earnings per share 1.39 1.17

Diluted earnings per share 1.35 1.16

There was no financial impact to the Celera Genomics group
related to this acquisition.

On consummation of the acquisition, the Applied
Biosystems group recorded a $3.4 million non-cash charge
to write-off the value of acquired IPR&D, which has been
included in the pro forma results above. This unaudited pro
forma data is for informational purposes only and may not
be indicative of the actual results that would have occurred
had the acquisition been consummated at the beginning of
fiscal 2005 or of the future operations of the combined
companies.

Fiscal 2007 acquisition

In May 2006, we signed & definitive agreement to acquire
Agencourt Personal Genomics ("APG") for approximately
$120 million in cash. APG is a privately-held developer of
next-generation genetic analysis technology. APG's
proprietary technology is based on stepwise ligation, a novel
and extremely high throughput approach to DNA analysis.
We believe that the products arising from this acquisition
will complement, rather than replace the Applied
Biosystems group’s current capillary electrophoresis
instruments and will be applicable to many genetic analysis
applications, including de novo genome sequencing, medical
sequencing, high throughput gene expression and high
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throughput genotyping. We expect the two technologies to
be complementary, because different types of experiments
may require the different attributes of each technology. The
acquired APG operations and personnel will continue to be

based in Beverly, Massachusetts.

This transaction closed in July 2006. The net assets and
results of operations of APG will be included in our
consolidated financial statements from the date of the
acquisition, and will be allocated to the Applied Biosystems
group.

Note 4—Income Taxes

Income before income taxes from continuing operations for
fiscal 2006, 2005, and 2004 is summarized below:

{Dollar amounts in millions) 2006 2005 2004
Domestic* $5081 $ 149 $ 196
Foreign 154.2 158.4 169.7
Elimination of intercompany

dividends (447.1) (59.8)
Total $215.2 $173.3 $1295

*U.S. and foreign entities includable in U.S. returns.

Our provision (benefit) for income taxes from continuing
operations for fiscal 2006, 2005, and 2004 consisted of the
following:

{Dollar amounts in millions) 2006 2005 2004

Currently Payable

Domestic $ 80 % (1.7} $177
State 2.1 2.5 3.1
Foreign 35.3 476 43.0
Total currently payable 45.4 48.4 63.8
Deferred

Domestic 5.3 (28.3) (39.9)
State (46.9)

Foreign (1.1} (6.6) (9.4)
Total deferred (42.7) (34.9) (49.3)

Total provision for income
taxes § 27 $135 § 145
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A reconciliation of the federal statutory tax rate to Applera’s, the Applied Biosystems group’s and the Celera Genomics group’s

tax rate on continuing operations for fiscal 2006, 2005, and 2004 is set forth ip the following table:

Applied Biosystems Group d?elera Genomics Group Consolidated

(Dollar amounts in millions) 2006 2005 2004 2006 2005 2004 2006 2005 2004
Federal statutory rate 35% 35% 35% 35°/o 35% 35% 35% 35% 35%
Tax at federal statutory rate $111.0 $104.0 $839 $(35.7) $(43.4) $(38.7) $75.3 $606 §$453
State income taxes (net of federal benefit) 26 0.2 0.5 0.4 0.8 0.3 3.0 1.0 0.8
Effect on income taxes from Singapore |

operations (12.5) (10.7) (10.8) | {12.5) (10.7) (10.8)
Effect on income taxes from other foreign ‘

operations 16.0 (12.8) {2.5) ! 16.0 (12.8) (2.5)
Effect on income taxes from export

operations (5.0) (7.7) 1.3 1 (5.0) (7.7) 1.3
Goodwill and intangibles 1.6 (4.0} 0.4 {0.9) (0.9) (0.9) 0.7 (4.9) (0.5)
R&D tax credit (6.3) (10.0) (7.5) (3.4) 3.1 (0.1 9.7y (13.1) (17.6)
Valuation allowance (22.2) 0.7 ‘ (4.0) (22.2) (3.3)
Other 26 1.3 15 0.2 (0.2) 0.3 2.8 1.1 18
Tax settlements (45.7) } (45.7)
Total provision (benefit) for income taxes ‘

from continuing operations $ 421 §$ 603 $675 §(39.4) |$(46.8 $(53.1) $ 27 31356 §145

In fiscal 2006, the Applied Biosystems group recorded tax
benefits of $13.5 million related to the resolution of transfer
pricing matters in Japan, and $63.3 million related to the
completed IRS exam, state valuation allowance reversal, and
U.S. R&D credits. In fiscal 2005, there were favorable tax
adjustments of $25.7 million primarily related to additional
U.S. R&D tax credit carryforwards, expected results of
Canadian examinations, and settlement of some U.K. tax
matters. See Note 2 to our consolidated financial
statements for additional information.

On October 22, 2004, the President signed the American
Jobs Creations Act of 2004 (the “Jobs Act”). The Jobs Act
created a temporary incentive for the company to repatriate
earnings accumulated outside the U.S. by allowing the
company to reduce its taxable income by 85% of certain
eligible dividends received from non-U.S. subsidiaries by the
end of fiscal 2006. In order to benefit from this incentive,
the company must reinvest the gualifying dividends in the
U.S. under a domestic reinvestment plan approved by the
Chief Executive Officer and Board cof Directors. During fiscal
2006, the plan was approved to repatriate up to $500 million
of foreign earnings under the Jobs Act. Accordingly, we
repatriated $476.4 million and recorded income tax expense
of $26.6 million associated with this repatriation. The
repatriation resulted in a cash tax liability of approximately
$7.7 million and the utilization of existing alternative
minimum tax credits.

We have two tax exemption grants for our manufacturing
operations in Singapore. One grant expires on August 14,
2007, and the other grant expires after fiscal year 2014. For
fiscal 2006, we have not provided deferred taxes on $81.7
million of undistributed earnings of foreign subsidiaries, as it
is our plan to indefinitely reinvest these earnings in our
foreign subsidiaries. However, we periodically repatriate a
portion of earnings to the extent that we will not incur a
material additional U.S. tax liability. Quantification of the

deferred tafx liability, if any, associated with indefinitely
reinvested earnings is not practicable.

Significant Eomanents of deferred tax assets and liabilities

at June 30,1 2006 and 2005, are summarized below:

(Dollar amounts in millions} 2006 2005

Deferred fax Assets

Depreciation $176 $ 217
Inventories: 313 18.0
Postretirement and postemployment

benefits | 6.0 62.7
Unrealized losses on investments 31 2.9
Other accruals 455 37.9
Tax credit and loss carryforwards 242.0 137.6
Capitalized R&D expense 1975 2476
State taxes: 339 79.6
Subto